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Defense Contract Pricing 
A COMMITTEE REPORT* 


“A contract is an agreement which creates an obligation. Its essentials are competent 
parties, subject matter, a legal consideration, mutuality of agreement, and mutuality 
of obligation.”” (17 Corpus Juris Secundum, Page 310) 


: . WRITTEN CONTRACT should embody in a document all of these essentials 

which will stand as a monument to the intentions of the parties and leave no 
room for a construction or interpretation which might defeat these intentions. 
By it, the parties, being competent, should become bound as to the nature and 
extent of the obligations incurred by each, to the end that, upon satisfaction as 
to performance and passage of consideration, the obligations shall be fully dis- 

In the absence of express provision otherwise, such discharge should follow 
as the derived result of observance of the terms of the contract. The very essence 
and purpose of a contractual agreement are violated if, instead of promoting 
mutuality of agreement, its terms create grounds for later disagreement among 


the parties. 


* At a meeting of the Manufacture Committee of the Chamber of Commerce of the 
United States last Spring, five individuals who had long been active in N.A.C.A. were 
asked to serve as a Subcommittee on ‘Defense Contract Pricing.” 





The Subcommittee consisted of — 


William Blackie, Vice President of Caterpillar Tractor Co., and Past National Vice 
President of N.A.C.A., Chairman 

John B. Inglis, Partner of Price, Waterhouse & Co., and current National Vice 
President of N.A.C.A. 

Grant R. Lohnes, Treasurer of National Cash Register Co., and Past National 
President of N.A.C.A. 

wee 7-7 em Partner of Pogson, Peloubet & Co., and Past National Director 
of N.A.C.A. ; 

Raymond P. Marple, Assistant Secretary of N.A.C.A. 


The report developed by the Subcommittee on “Defense Contract Pricing” is being 
published by the Chamber. We are indebted to the Chamber for permission to include 
the report in this issue of the N.A.C.A. Bulletin. 
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It should also be a primary objective of all contracting to achieve complete 
and final agreement as to all elements of the contract before it is executed. In 
the ordinary course of commerce, this goal is achieved with an ease, regularity 
and absence of conflict which suggests that it can also be obtained in defense 
contract procurement to a much higher degree than is prevalent if both parties 
will recognize more fully the customary factors which enter into a successful 
buyer-seller relationship. 

Defense contracting is likely to continue to be a necessary and important part 
of the national economy, and it need no longer be regarded as of an extn 
ordinary or emergency nature. The time has come when, in spite of the fac 
that one of the parties is a sovereign power, the government-business relation. 
ship should be well established on a pattern of acceptable practice derived from 
experience and warranted by demonstrated good faith. Basically, this relation 
ship need be little different from that normally prevailing between buyee and 
seller. 

The government procurement or defense contract should, first, be one de 
signed to meet the circumstances surrounding the particular set of obligations 
which it creates. Appropriateness for the purpose is a fundamental which too 
frequently is not given the consideration it merits in current contracting practice; 
and much of the difficulty being encountered in defense contracting is attrib 


table to this initial deficiency. 


Contract Pricing Problem 


¥n contract pricing, the desideratum should be a monetary consideration 
whicii shall be unchanging and unchangeable. Where, however, the circum 
stances surrounding a particular contract are clearly such that agreement upon 
the exact amoung of monetary consideration cannot be achieved without wt 
acceptable risk of undue harm to either or both of the parties, then some means 
whereby the price shall be subject to future determination or revision becomes 
necessary. Under certain circumstances and limitations, cost reimbursement type 
of contract provide the more effective means of protecting both the governmett 
and the contractor; under other conditions, the protection of both parties agains 
unpredictable losses or unforeseen excessive prices is to be sought in provisions 
whereby preliminary prices may be subject to revision after unknown of u& 
measurable elements entering into the price determination become resolved iaio 
ascertainable and measurable facts. 
N.A.C.A. BULLETIN 
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Contract Price Revision Articles 


Many of the reasons impelling government procurement officers to favor 
standard price revision articles are valid, but some, it is believed, are not. The 
usual and acceptable reason is inability to forecast costs. This may be because 
(1) the product is entirely new to industry (as with new weapons, etc., involv- 
ing experimentation with methods, materials, etc.), (2) the product is new to 
the contractor (construction contractors building ships, printing press manufac- 
turers building ordnance, etc.), (3) performance will require materials, or labor, 
or both, the supply, delivery, or price of which cannot be estimated with reason- 
able accuracy, (4) subcontractors and facilities are subject to government pri- 
orities, control, or requisition, (5) the ultimate volume of the work is subject 
to rapid expansion by government needs, with a consequent major effect on 
overhead costs, or for other such reasons. 

The less valid reasons for use of the revision articles appear sometimes to 
indude inexperience on the part of government procurement officers in their 
buying functions, unwillingness on their part to risk criticism if contracts let 
by them produce profits which may later be deemed excessive, and a desire to 
recover “excessive” profits for the spending departments, rather than have them 
ultimately paid as renegotiation refunds to the Treasury's general revenues. 

Where, however, appropriateness for the purpose does dictate the use of 
price revision articles, then, in accordance with generally accepted legal practice, 
there are available the alternatives of (a) definitive stipulation of bases for ulti- 
mate determination of the price incorporated directly or indirectly into the con- 
tract, or (b) reference to some patterns of conduct which, by their customary 
operation, shall produce results capable of providing mutually acceptable grounds 
for agreement. In this latter connection, it has long been a well established, 
principle of American jurisprudence to recognize the compelling force of prece- 
dent—as in common law—and it is, in fact, common practice to conduct affairs 
upon the basis of conventions which may or may not represent fundamental 
truths but which do nevertheless provide formalized means or processes for 
successful accomplishment. This is particularly true of accounting where an 
important test of propriety is utility as evidenced by generally accepted practice. 


Pre-determination of Basis for Price Revision 


In the case of defense contracts for the procurement of supplies, all of the 
essentials of good definitive contracting are or can be available provided that, 
where, for one reason or another, the exact amount of monetary consideration 
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cannot be initially stipulated as the price, or the fixed price, but is to be deter 
mined or redetermined during or after performance of all or part of the con 
tractor’s obligations, the basis upon which such determination shall be made 
is so prescribed as to permit achievement of the essential mutuality of agreement 
in advance of execution or performance of the contract. 

Cost-reimbursement Type Contracts—This principle is recognized in the cae 
of the so-called “cost reimbursement” types of contract where each party is o 
advance notice that, for purposes of the determination and allowance of costs 
in connection with the performance of such contracts, certain costs shall be 
deemed to be allowable or unallowable in accordance with standards promul 
gated in the Armed Services Procurement Regulation—Contract Cost Principles, 
Section XV. By the use of such, the contractor is given the opportunity to a 
cept or reject the contract before he incurs obligation; and acceptance then im 
plies a mutuality of agreement upon the basis for final determination of the 
costs and prices. 

(These foregoing comments are intended to indicate a principle of procedure, 
but they are not to be construed as endorsement of the standards laid down ia 
the procurement regulations. This qualification would be particularly important 
if the contractor were compelled by force of emergency law to undertake work 
on the basis of pricing rules laid down unilaterally by a sovereign state whid 
is also the buyer. ) 

Fixed Price Type Contracts—No such declared basis for advance agreement 
is, however, available in the case of so-called “fixed-price” contracts where, by 
provision to that effect, the price is subject to revision or redetermination during 
or after performance of all or part of the contract. And because of the nature 
of the types of procurement to which use of such contracts should properly kk 
confined, it would be totally improper to apply to them the conditions of 
A.S.P.R. Section XV. If the type of contract is first selected to meet the dt 
cumstances of the case, then the very fact that it is not of the cost reimbune 
ment type nor at an irrevocable fixed price is evidence that the surrounding 
conditions, the risks and the uncertainties are of a nature different from thor 
prevailing where the other types of contract are truly more appropriate. 

The fact that, at this stage of development, no specific costing principles har 
become established for use in the determination or redetermination of priceit 
fixed-price contracts is, presumably, of itself, evidence that the development 
application of such principles has been found to be impractical or undesirable 
Certainly it would be most difficult to establish uniform costing principles sit 
able for reasonably uniform adoption and at the same time retain all the fet 


1034 N.A.C.A. BULLETIN 





bility 
recogni 
the nee 
applica 

This, 
judgme 
possibil 





risk tak 
greater 
tive in 
have to 
and res} 
give the 
they wo 
by the C 
Unles: 
mended 
such tha! 
ment she 
which pr 


Basis in 


In gen 
used by | 
as may be 
Thus, wh 
with a co 
methods 1 
Form 105 
tract with 
of reasoni 
negotiatin 

On the 
cost data 


Purpose o: 
agreement 
Mutuality 


MAY, 195 





he con- 
e made 


the case 
ty is on 
of costs 
shall be 


inciples, 
ry to ac. 
hen im- 
1 of the 


down in 
nportant 
ke work 
te which 


yhere, by 
n during 
1e nature 
»perly be 
itions of 
t the Gt 


F price 











bility needed for this fixed-price type of contracting. If, however, it were to be 
recognized more definitely that the objective being sought is price, not cost, then 
the needed flexibility might be obtained in the profit margin allowed after the 
application of established cost accounting principles. 

This, of course, would have the effect of transferring the area of negotiation, 
judgment and discretion more from cost to profit—and would provide the 
possibility of having the profit determined to a greater extent by the degree of 
risk taken by the contractor. In theory, at least, this would represent a desirably 
greater recognition of the function of profit as a motivating force. To be effec- 
tive in actual practice, however, such a change in contracting method would 
have to be accompanied by a complementary change in the thinking, attitudes 
and responsibilities of those entrusted with government procurement. And to 
give these representatives, as individuals, the understanding support to which 
they would be entitled, the nature of the change would have to be appreciated 
by the Congress and by any other bodies having authority in the matter. 

Unless and until such a change is brought about, it is, accordingly, recom- 
mended that where, in negotiated fixed-price contracts, the circumstances are 
such that it is clearly not feasible to negotiate a final price, mutuality of agree- 
ment should be sought and reflected in contractual definition of the basis upon 
which price may or shall be revised. 


Basis in Contractors Cost Accounting System 


In general, this basis should lie in the cost accounting methods regularly 
used by the contractor as evidenced by the books of account or by such data 
as may be used by the parties in initial negotiation of the contract consideration. 
Thus, when the contractor submits cost data for review and audit in connection 
with a contract in such a form as to disclose the types of costs and allocation 
methods which he expects to use or to be used in price negotiation (as in WD 
Form 105—Cost Analysis), and does, in fact, succeed in negotiating the con- 
tract without exception being taken to his manner of presentation or method 
of reasoning, then such data should, in good faith, constitute the basis for 
negotiating price revision. 

On the other other hand, if the initial negotiations based on the contractor's 
cost data should disclose matters of disagreement or doubt, then it is the very 
purpose of the contemplated contract to have these resolved into matters of 
agreement and certainty before the contract begins to create obligations or risks. 
Matuality should be sought in specific contractural provisions which will pre- 
MAY, 1952 
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scribe the basis for achieving solution. The subsequent negotiation is thereby 
brought within the terms of the contract and the fundamentals laid down ia 
Corpus Juris are, as they should be, preserved. Furthermore, if original unde. 
standing is achieved in a meeting of minds on these matters, then the subjed 
for subsequent price negotiation becomes, not so much a matter of principle 
or procedure, as one of determination of amount. 


Source of Cost Allocation Differences 


In general, the underlying reasons for differences or uncertainties arise from 
the fact that contractors consider all of their business expenditures to be ree 
sonable and necessary for the promotion or protection of their best business 
interests taken as a whole; while government procurement officers are mor 
concerned with the identification of costs as applicable or inapplicable to the 
limited portions of the total business represented by individual contracts. The 
contractor thinks and acts on the premise that all operating costs are properly 
applicable against all operating revenues; and that costs customarily incurred 
to sustain the business—and make it capable of performing defense contracts— 
are properly allocable to the revenues derived from all customers, including th 
federal government. Feeling about this latter inclusion is perhaps even mor 
pronounced when the government displaces.regular commercial customers. Any 
costs disallowed for defense contract purposes must be met from other soums 
of revenue or capital. 

The grounds for difference and dispute lie, therefore, in those costs whid 
give rise to question (a) whether they are or are not allowable as allocable ts 
the contract and (b), if they are allowable, to what degree or on what bass 
are they allocable to the contract. Furthermore, since procurement officials at 
generally limited—or limit themselves—in the use of their own discretion ® 
matters of this nature, the causes for their differences or difficulties with at 
tractors are, in the ordinary course, to be found in the policies or standards laid 
down for their guidance by government procurement regulations or directives. 

At this time, the more important of these causes of difficulty and disagee 
ment appear to lie in the instructions or administrative practices of governmet 
representatives whereby (1) the amortization of emergency facilities unde 
Certificates of Necessity is not allowed as a cost for contract pricing purpas 
and (2) the rules prescribed by A.S.P.R. Section XV for costing and priciig 
in cost reimbursement types of contracts, though declared to be inapplicablet 
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fixed-price contracts, are nevertheless used “as guides” in fixed-price contracts 
subject to redetermination. 

Amortization—Decisions and regulations governing the treatment of emer- 
gency amortization are reported now to be in process of development and 
revision. It is, however, understood that, for contract costing purposes, a full 
pro rata allocation of the total annual amortization charges computed under the 
conditions of the applicable Certificate of Necessity may not be recognized. To 
the extent of disallowance, the contractor will be deprived of the opportunity to 
recover the certified portion of his initial outlays within the five-year period 
contemplated by the applicable law. 

In this connection, it is to be regretted that such important influences upon 
the actions of industry cannot always be known and weighed until after so 
much private defense plant construction has become an accomplished fact. Now, 
however, it is important that, to whatever extent policies and established prac- 
tices were in full force and effect when industry actions were taken, these be 
made no less favorable to industry now that the opportunity to reconsider its 
decisions or recall its actions has passed. In good faith, as well as in accord 
with past practice and law, amortization charges should be allowed at the full 
certified rates for price negotiation purposes. And to have them available for 
allowance at the later renegotiation stage, these charges should be allowed at the 
earlier settlement of individual contracts. : 

Contract Cost Principles—A.S.P.R. Section XV was designed to provide 
“standards for the determination and allowance of costs in connection with the 
performance of cost-reimbursement type contracts” and, this being so, it is 
understood that procurement instructions have had to be issued to the general 
effect that they are to be used by contracting officers “as guides only” in con- 
nection with fixed-price contracts. In actual government practice, however, it ° 
appears that, in the absence of specific orders to do or not to do, such “guides” 
often tend to become more definitive and less flexible than was presumably 
intended, and are given the power and authority of orders designed to govern 
the actions of those actually engaged in procurement practice. Certainly, the 
onus of departure frorn these guiding rules is laid upon the contracting officer, 
and it is not uncommon for government officials to avoid the acceptance of 
responsibility wherever this may be possible. 

In general, therefore, the grounds of dispute as to costs are to be found in 
the Examples of Items of Unallowable Costs identified at A.S.P.R. Section 
15-205. 

The circumstances surrounding proper types of redeterminable fixed-price 
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contracts are usually such as to preclude or at least make most difficult the 
successful development of effective rules for the determination and allowance 
of their itemized costs. The direction in which constructive solution is to be 
sought appears, accordingly, to lie in contractual agreement upon specific items 
of doubt or dispute developed in the course of precontract negotiations. 

That this need not be unduly formidable seems evident when it is realized 
that, of the eighteen items identified by Section XV as unallowable costs, the 
most frequent grounds for difference of opinion are found in only four items; 


(a) Advertising, except “help wanted" ad- (j) General research, unless specifically 
vertising, and advertising in trade and provided for elsewhere in the contract, 
technical journals (see paragraph 15- (q) Selling and distribution activities sot 
204 (a) and (r)). related to the contract products, 


(#) Contributions and donations. 


Other expenses less frequently involved in disputes would include such items 
as central office expense, professional fees, association membership dues, and 
employee benefit plans. From their very nature, the applicability or the degree 
of applicability of such costs to individual contracts is more likely to bes 
matter of opinion than one of clearly demonstrable fact. Nevertheless, in the 
ordinary operation of successful business, all of these elements of cost are con- 
sidered indispensable for the furtherance and protection of a going concem’s 
best interests—and even for the preservation of its very existence. On the other 
hand, it has to be recognized that some of these types of expense lend them 
selves readily to substantial fluctuation at the will of the contractor, and that 
there might be a tendency for some contractors to increase such expenditures 
during periods when high volume government contracting is concurrent with 
concomitant high income taxation. 

Accordingly, it is recommended that, when the allowance or determination 
of such items of cost is or is likely to be a matter of doubt, difficulty or dis 
pute, there be incorporated into the contract, directly or by reference, specifi 
provisions which will prescribe bases for resolution on such practical, inter 
pretable terms as would produce advance agreement that the final outcome, 
whatever it may be, shall be final and binding upon both parties. 


Prescribing Elements of Basis for Resolution of Cost Differences 


The request for such contract provisions could originate with either of th 
parties; but, in the absence of any such provisions, the contractor's regular prac 
tices, as reflected by his initial cost submissions and his accounting record, 
should provide the basis for cost determination. 

Where the special contract provisions were called for, the basis for subs 
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quent determination of unresolved rates or amounts of costs would, in the 
ordinary course, be found in the past pattern of the contractor's conduct as evi- 
denced by his financial records. In such event, there would appear to be little 
difficulty in the development and selection of an appropriate frame of reference 
in which expenses of one type could be reasonably and practically related to 
some other factor or combination of factors based on past experience. Thus, 
for example, advertising, selling and distribution expense might be expressed 
in pre-determined ratios of sales; contributions and donations in amounts or 
ratios per capita of personnel employed; and general research in a ratio of sales 
or wages or production costs, etc. In many instances it would also appear 
feasible to achieve preagreement in terms of specific amounts per unit of product. 

Furthermore, if in a particular set of circumstances, the impact of defense 
contracting or its resultant conditions should produce or be likely to produce 
material change in the contractor’s volume of business and employment, then 
it would seem readily feasible to develop grounds for agreement on a means 
of adjustment—upwards and downwards—which would recognize that where 
such volume factors are used as bases for the application of ratios, then the 
ratios may be graduated on some stipulated scale which would produce a rea- 
sonably equitable result. 

It is also recommended that, inasmuch as price redetermination provisions 
are to be considered necessary only when and because certain elements of cost 
are uncertain at the time of negotiation, the area for price revision be limited 
strictly by contract provision to the ascertainable effects of only those particular 
elements when they do become a matter of interpretable fact. Otherwise, the 
tendency will be for so-called “fixed-price” contracts with redetermination 
articles to become, in effect, cost-reimbursement types of contract. 

Furthermore, where it is desired that the extent of price revision be delimited 
by the terms of contract (say, to a percentage of one or more cost elements), 
then, in all equity, the limits specified for upward revision should be no less 
than thore specified for downward revision. Provision for unlimited downward 
revision and for only limited upward revision is particularly hazardous in long- 
term contracts where highly variable or uncontrollable costs are to be incurred 
over an extended period of time. The objective being sought is not only a fair 
price to both parties but also timely delivery of the goods by a continuing, pro- 
ductive and efficient contractor. It should, accordingly, be recognized as a 
general principle that no method of procurement contracting is fundamentally 
sound if, by the operation of its terms, it threatens the performance, or even 
the continued existence, of the supplier. 
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Negotiation Objective Is Price 


While these comments have been directed to the subject of cost, it is of para. 
mount importance to recognize that the objective being sought is price. Too 
frequently undue emphasis is placed upon cost, which generally represents only 
one of a number of factors entering into the establishment of price. More 
reference should, accordingly, be made to such criteria as competitive prices or 
prices for comparable products so that there may be not only more objective 
consideration of the profit element but also greater recognition of the need 
for and the benefits to be derived from allowing the more efficient contractors 
to obtain greater reward than the less efficient. 

Profit Factor—In general, the basis for determination of the amount or rate 
of profit to be allowed in redetermined prices may readily be negotiated in ad- 
vance, and without direct reference to the amounts of costs yet to be incurred 
and ascertained. If the type of contract is appropriate to the circumstances, 
there will almost always be available some pattern of reference against which 
to appraise cost, profit and price. But the profit should not be determined as 
a percentage of costs to be incurred since this would be contrary to both sound 
business principle and government procurement policy. Nor should the profit 
be reduced merely because costs incurred are below costs previously experienced 
or estimated since this would reduce the incentive to more efficient operation. 
On the contrary, in order to induce low-cost efficiency, there should be held 
out the normal incentives of more profit per unit for the same quantitative 
volume, or, where other contracts may be a consideration, more total profit 
(though not necessarily higher unit profit) from a greater quantitative volume. 

In this connection, it is appreciated that top-level procurement policy sub 
scribes to the principle of profit incentives, but it is also known that, in actul 
procurement practice, contracting officers seem to have considerable difficulty in 
making it effective. It is, therefore, recommended that the matter of incentives 
be made one of practical and significant effectiveness by, first, more specific 
direction in the applicable procurement regulations, and, second, the exercis 
of more discretionary responsibility at the contracting level. 

At all times, it should be recognized that the basic objective of a defense 
contract is to obtain the goods—the right quality in the right quantity at the 
right time. The lowest initial price will not always achieve that objective, and 
may, in fact, sometimes operate to defeat it. Reliability is a virtue which fre 
quently commands a premium; while experience will often be reflected ins 
prudent awareness of risks and contingencies before these become factudl 
grounds for price dispute or performance failure. 
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Subcontracting 


All elements which create difficulty, confusion, and additional costs and risks 
to contractors dealing directly with government departments and agencies tend 
to induce business organizations to seek to make their contribution to the de- 
fense program on a subcontract level where established and accepted business 
practices are more generally followed. This is unfair to organizations operating 
on a prime contract level, limits the scope of contracting officers, and is con- 
trary to national policy in mobilization of industry. This factor is an important 
reason for placing defense contracting in the framework of normal business 
procedures andi routines to the fullest extent possible. 

Furthermore, where the circumstances of a particular procurement are such 
that there is call for the extension of price redetermination provisions to one 
or more subcontractors, the onus for conduct of the consequent audit, analyses 
and negotiations should not compulsorily be placed upon the prime contractor. 
On the other hand, should the prime contractor agree to accept such responsi- 


’ bility—under contract agreement, of course, with the subcontractor—then the 


ptime contractor will have relieved the contracting officer of some duties and 
will have earned the right to additional compensation for services rendered be- 
yond the ordinary course of business. 


Defense Contract Objective 


Defense contracting is no longer an extraordinary occurrence and, to a greater 
or lesser degree, it appears likely to become part of the normal state of affairs. It 
seems, therefore, appropriate to suggest that cooperative efforts be made to 
have this type of business transaction resolved into a more workable routine. 
Frequent repetitive negotiation over approximately similar contractual condi- 
tions represents a great consumption of time and expense which for all parties 
could be better devoted to other purposes. The direction of ultimate develop- 
ment should, accordingly, be toward establishment of a system in which the 
placement and acceptance of simple purchase orders and delivery schedules 
shall, in the ordinary course of business, rest upon a maximum of established 
commercial law and a minimum of special regulation prescribed by one of the 
parties. 

Despite the probability of continuance of defense contracting on a vast scale 
for the foreseeable future, business must always be aware of the possibility of a 
major curtailment of the entire program, or a significant change in its direction 
tesulting from technological or other developments involving purely military 
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considerations. Both parties to defense contracts must recognize this contingeng 
in contract price negotiations, and it inevitably is reflected in the contract price, 
If an over-all legislative policy or procedure were set up now, such as was 
embodied in the Contract Settlement Act of 1944, a major risk to contractors 
would be largely alleviated, with an undoubtedly favorable influence on price 
structure. 

The concept of renegotiation was reactivated on a broad scale with the incep. 
tion of the accelerated defense program to protect the government from pricing 
contingencies in the initial stages of the rearming effort. As the military pro- 
gtams approach the stage of a sustained level of procurement to maintain the 
defense establishment, it should be settled government policy to place more and 
more reliance on ordinary and accepted business negotiation procedure in gov- 
ernment contracting, and therefore to reduce progressively the incidence of the 
renegotiation process, by an incerased exercise of the exemption powers of the 
Renegotiation Board, and finally by repeal of the renegotiation statute. 

Any study of defense contracting practices would be incomplete if recogni- 
tion were not given to the fact that policies and regulations, systems and meth 
ods, are only as effective as they are allowed to be by those charged with carry. 
ing them out or using them. And those so charged with responsibility must have 
the corresponding authority. There should, therefore, be vested in the contrac 
ing officer both the complete and sole responsibility to negotiate for the gover- 
ment which he represents as buyer, and the full authority to bind the govern 
ment to the consequences of the contract. Any restrictions of his responsibility 
or delimitations of his authority should be set forth by directives of government 
authority of a policy level superior to that of any specific government department 
or agency, and should be made known to the seller. 

Finally, it is respectfully urged that those responsible for the establishment 
of government procurement practices not lightly disregard these time-tested aus- 
toms of industry and business which have evolved and survived as part of the 
great American economic structure only because they were successful in achier 
ing their desired objective of bringing goods and services into the market place, 
and keeping them there. 
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Department of Defense Cost Reviews 
by HOWARD W. WRIGHT 


g Policy Division, Office of the Secretary of Defense, Washington, D. C. 





Special Assistant, Acc 
In this article, a Defense Department representative, describing the 
types of contracts entered into by the department and the audit con- 
siderations entailed in respect of each, points out the presence of the 
selective audit approach in current policy, reliance on contractor's 
own accounting controls where these are satisfactory, and sets forth 
a general viewpoint toward defense contracting looking to simplifica- 
tion of the government-contractor relationship in cost matters. 


— DEPARTMENT procurement contracts cover a considerable part of 

government contracts, due to the magnitude of appropriations. The audit- 
ing of these contracts, to the extent necessary, is a subject of much concern, 
both to the government and to industry. The Department of Defense uses, 
basically, three types of contracts. These and the situations in which they are 


“used, are: 


1. Straight Fixed Price—This type of contract may arise from competitive 
bidding or through negotiation. Under it, the agreed-upon price is not subject 
to revision. The department prefers this type, especially if it arises through 
competitive bidding. However, since many items which are required for mili- 
tary use are those with which a manufacturer has not had previous cost ex- 
petience or because the time required to “tool-up” and produce is lenthy, the 
contractor is often unwilling to enter into this type of contract. It should be 
sid, further, that the Government recognizes that, should it require this type 
of contract, the contractors would have to include substantial allowances for 
contingencies, raising the prices above those which would result from contracts 
with redetermination provisions. 

2. Fixed Price with Provision for Redetermination of Price—This ees of 
contract is a fixed-price contract with a special provision for redetermining 
upward or downward the price or prices in the contract. It is used to obtain 
reasonable prices whenever contingency charges would otherwise be included in 
a contract price, due to such factors as prolonged delivery schedules, unstable 
market conditions for material or labor, or uncertainty as to cost of perform- 
ance. By this type of contract, the government assumes the risk of certain 
contingencies which a contractor would otherwise assume and would include in 
his contract price. The contract price is ultimately redetermined only to the 
extent that such contingencies actually occur. This type of contract is also used 
to assure to the Government the benefits of reduced costs of performance. 
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3. Cost-Reimbursement (usually called CPFF)—This type of contrac 
should be used only when the contingency factors are so extensive that no fair 
price can be negotiated. It is also used in contracts for management services, 
in respect of which the contractor operates the plant but the Government fur- 
nishes all facilities required for production. 


Government's Interest in Contractor's Accounting System— 


It is important to understand these different types of contracts because the 
Government's accounting and auditing interests vary with the type of contract 
Speaking generally, straight fixed-price contracts which arise through competi- 
tive bidding are not the subject of government audit, except a mere “accounts 
payable” voucher examination at the time of payment. Straight fixed-price 
contracts arising from negotiation are not subject to audit during or after the 
performance of the contract. However, an adequate accounting system és 
desirable since, during the negotiations, the potential contractor will be asked 
the basis on which his proposals were determined. Obviously, the Gover- 
ment’s negotiator would place greater faith in proposals supported by an 
adequate cost-finding system than those which were not. 

Cost-reimbursement type contracts and fixed-price contracts with price te 
determination provisions are the ones which require audit. For this reason, 
the Department of Defense has a direct interest in the contractor's accounting 
system when these types are used. The magnitude of this interest is indicated 
by the fact that, during fiscal year ending in 1951, approximately one-half 
of the dollar value of all Department of Defense contracts were cost-type 
contracts or else incorporated price redetermination features. While I cannot, 
for security reasons, give the dollar value of such contracts, the newspapers 
have carried mention of amounts appropriated to the department. 

The Department of Defense has no different criteria for determining the 
adequacy of a contractor's accounting system than that which would be em 
ployed by industrial or public accountants. The basic concern is that, whatever 
the system, it be capable of yielding results which adequately present the facts 
and which are equitable to both parties in light of the provisions of the contrac. 
The department holds no brief for any kind or type of system. Its auditors aft 
instructed as follows: 


“The contractor's accounting practices, used in allocating costs to Government 
contracts, should meet the test of reasonableness and conformity with generally a 
cepted accounting practices, and should, under the conditions obtaining, produce fait 
and equitable results.” 
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There are circumstances under which defense department auditors will request 
modification of the accounting system. Generally these requests are made when 
one of the following conditions is present: 


|. The contractor's procedures for accurate 3. Continuance of the present practices 


cost determination are inadequate. would require the expenditure of audit 
2. Internal control or accounting practices effort substantially disproportionate to 
can be improved appreciably. the audit effort otherwise required. 


An an overall consideration, the contract auditor is expected to measure 
the worth of his suggestions against the yardstick of the anticipated audit 
workload. In this connection the proposed audit manual of the Department 
of Defense states: 


“The procedures used by the contractor may be the result of years of experience 
in the conduct of the particular enterprise and may produce results which, in the final 
analysis, are equally as satisfactory as those which would be produced by other theoreti- 
cally preferable standards and procedures. When it is found that the contractor's 
internal control procedures and accounting practices may be relied upon to produce 
“equitable and accurate results, the auditor should not suggest or request changes merely 
to meet the auditor’s personal preference or to conform them to the standards listed 


What About Standard Costs? 


One reason for dwelling on the point made above is to get actoss the under- 
sanding that any system or method acceptable under professional accounting 
standards is equally acceptable to the government. This is not generally ap- 
preciated. For example, with respect to standard costs, an item in the Novem- 
ber 1951 Journal of Accountancy (page 513) included the following passage 
under the caption “Procurement Auditing” : 


“Standard costs, say some knowledgeable accountants working with procurement, 
are being killed by unwillingness of procurement authorities to accept figures pro- 
duced by the standard cost system—they insist on auditing themselves, seeking actual, 
not standard, costs. Result: many companies are abandoning standard costs. It’s too 
tough to keep two sets of cost records. These accountants fear that standard costs— 
so useful to management—will suffer a nearly fatal blow as a result of being driven 
out by Government auditors.” 


I do not feel that this is true with respect to audits accomplished by the 
Department of Defense. I have no doubt but that, in certain instances, pro- 
curement officials and auditors have questioned data derived through the use 
of standard costs. As professional cost accountants (and taxpayers), you would 
want this to be done. However, questioning the validity of data does not 
jepresent an attack on the method. In an address delivered before the 1951 
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annual meeting of the Amercian Institue of Accountants, Mr. Howard Bordner, 
Deputy Comptroller, Department of Defense, stated: 





































bre 
“One factor in the negotiation of the outright firm fixed-price contract is a break. tive 
down of a contractor's cost estimates. Whenever a contractor has a standard cost sy afte 
tem, the use of such standards based upon bills of material and time studies ar 
especially valuable” and again: tert 
“Actual cost experience under job-cost Or process-cost accounting systems has its ing 
place where standard costs are not available, although it will be appreciated that sud 
costs do not provide as much assurance as to their reasonableness as do standard costs.” 
Standard costs are especially valuable in the negotiation of initial contrad of t 
price. Their greatest usefulness is in the negotiation of price for items with § but 
which the contractor has had prior production experience. Their usefulness de J prof 
creases as the similarity between the contractor’s past output and the produc §  estal 
to be produced for the Government lessens. Standard costs have limited value incre 
when there is little relationship between past production and that anticipated B set, | 
under government contracts. ey 
Contracts of the cost-reimbursement-type and those fixed-price contracts con §  redet 
taining price redetermination provisions are subject to audit. In this conne §  syster 
tion, standard costs are useful where the product is similar to that with whid g sure 
the contractor has had production experience and where the Government's shat §  accur: 
of total output is small. As in pre-contract negotiation, the usefulness of stand B be re 
ard costs decreases as the similarity between the contractor's production exper § be re 
ence and that under government contracts lessens. Also, as the government § audits 
portion of total output increases, greater reliance must be placed on histotial § purely 
costs. compr 
price | 
Purposes of Contract Audits by Defense Department Personnel fixed-f 
Audits by military department personnel are necessary when the contrac é ye 
of the cost-reimbursement type or contains price redetermination provisions al A 
The contractor and the military department auditor have one great comma 
objective: the accomplishment of an adequate audit as expeditiously as possible oe 
with the least possible friction. The contract is the basic document whid BS 1 
determines the nature of costs allowable under the contract. The auditoti ff Stion 
time and that of the contractor’s personnel, can be conserved if items not allow 
| able as costs can be identified and segregated in the recording process, riht i Wor 
than making it necessary for the auditor to segregate unallowable items afte 
they have been recorded. A mutual understanding, born of common interes, In ad 
will lessen controversy and lower costs, both for the contractor and the Gove B with res 
ment. two type 
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The use of contracts containing price redetermination provisions has increased 
greatly since World War II. When this type of contract is employed a tenta- 
tive price is established at the time the contract is awarded. Subsequently, 
after production and cost experience have been gained, a firm price is de- 
termined during a second negotiation conference. The tentative price, depend- 
ing upon the terms of the contract, may be redetermined upwards or downwards 
and prospectively or retroactively. 

An incentive feature may be incorporated by setting a “target” price in lieu 

of the firm price. Then future cost savings serve to decrease the contract price 
but not in an amount equal to the cost reduction. This results in higher 
profits per unit. If costs exceed those agreed upon at the time the target was 
established, the profit per unit is lessened but not to the extent of the cost 
increase. To guard against substantial cost increases a total contract amount is 
set, beyond which the contractor will not be paid. 
. For the very reason that auditing is required when contracts containing price 
redetermination provisions are used, a review of the contractor's accounting 
system may be made before the contract is awarded. This may be done to as- 
sure the Government negotiator that the cost system is capable of yielding 
accurate cost data to furnish the basis for negotiation at the time the price is to 
be redetermined. When production reaches the point at which the price is to 
be redetermined, the contractor submits a price proposal. The auditor then 
audits the contractor’s records and prepares his report. This audit report is 
purely advisory to the contract negotiator, but it must be quite detailed and 
comprehensive so that the negotiator has all available data. After the firm 
ptice has been established, the contract takes on the characteristics of a straight 
fixed-price contract. No further audit action is necessary. 

Where cost-reimbursement contracts are used, the same review of the con- 
tractor’s cost systern may be made and for the same reason. As costs are incurred 
ind daims for reimbursement made, these costs must be audited. However, 
where cost-reimbursement contracts are used, the auditor allows or disallows 
costs in accordance with a set of standards, generally those set forth in ASPR 
Section XV. 


AWord About the GAO 


In addition the General Accounting Office has certain audit responsibilities 
with respect to government contracts. Generally these responsibilities are of 
two types. Where cost-reimbursement contracts are employed, the GAO reviews 
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the payments and supporting documentation. It can and does take exception 
to payments which, in its judgment, were improper under the terms of the 
contract. 

In this connection, the recent session of Congress imposed a new obligation 
on certain contractors. Public Law 245 (82nd Congress) requires that all 
negotiated contracts contain a provision for keeping pertinent books, documents, 
papers and records of the contractor for a period of three years after final i 
payment. Since this law applies to negotiated contracts only, those entered b 
into through competitive bidding are excluded. However, the new law does ‘ 
not extend to GAO the same responsibilities with respect to negotiated con- Pr 
tracts as it possesses for cost-reimbursement type contracts. GAO cannot take int 
exception to any payments made on negotiated straight fixed-price contracts on 
or negotiated fixed-price contracts with redetermination provisions. The sole J 
new obligations with respect to such contracts is to retain and make available the ion 
records. GAO can only audit and report. GAO representatives have indicated sug 
informally that they do not plan any extensive, formal program of audits because 
of the new law. al 

A recent decision by the Comptroller-General, permitting cost-type com § wy, 
tractors to retain the documents arising from cost-type contracts rather than § 4, 
attaching those documents to their reimbursements voucher in instances ia yi 
which the General Accounting Office audit is made at the contractor's plate B cont, 
of business, may be of interest. The Department of Defense is currently pe § 4. . 
paring contract clauses under which the contractor will agree to retain and # ¢,,.. 
make available to the General Accounting Office all the documents and me § G,y., 
ords pertaining to costs incurred in the performance of the contract, fora Bj, i: 
minimum period of six years. We believe that this is a significant forwal § p,1... 
step in accounting for contract costs and are hopeful that the contract claus 
will be issued by the department in the near future. The contracting offer 
responsible for the administration of particular contracts will be informe 
of the issuance of the clauses. He will be able to assist any contractor wishing Bevo 





to amend existing contracts. ae 
of these 

The Modern Approach in Cost Review tization 
Significant developments in the nature of audits made by military departmet standard 
auditors have occurred as the present national defense effort has broadene 10 the e 
In the past, much of the audit work was very detailed, particularly in the aff “> t 
of cost-type contracts. Several factors have caused a change in the audit » a : 

a 


proach. Among these are: 
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1. The increasingly wide-spread use of 3. A tremendous increase in audit work- 
fixed-price contracts containing price load, making the use of efficient pro- 
redetermination provisions. cedures mandatory. 


2. A greater —— in the military 4. A changed philosophy in the General 
departments of a professional as distinct Accounting Office which places greater 
from a “voucher examination approach responsibility on the government agency 
to auditing. entering into the contract. 


The net result of these factors has been a shift away from the detailed ex- 

amination of costs incurred, towards a more selective examination. The back- 
bone of this examination is a comprehensive review of the contractor’s internal 
controls and cost accounting practice. This review has two paramount objectives. 
Primarily, the auditor must determine the extent to which the contractor's 
internal controls and accounting practices may be relied upon to produce rea- 
sonably accurate cost data. This determination governs the preparation of an 
audit program and indicates the extent to which detailed checking must be 
accomplished. Secondarily, the auditor is interested in developing possible 
suggestions to the contractor which will result in mutual advantages. 
" After the system survey has been completed, an audit program is prepared 
and the audit accomplished. The test and sampling method is employed. 
Where audit residencies have been established, costs are audited as incurred, 
rather than waiting for the contractor to submit a voucher. In one instance 
with which I am somewhat familiar, the military department auditor and the 
contractor's internal auditors are jointly conducting the audit. I realize that 
the selective audit approach has been used for many years by public accounting 
firms and internal audit staffs of corporations. The very size of the Federal 
Government makes change difficult. The fact that this change is being made 
is indicative of a new approach to accounting and auditing throughout the entire 
Federal service. 


Two Areas of Unresolved Differences 


Beyond defense contract auditing as a broad subject there are two specific 
items which have caused disagreement between government and industry. One 
of these is the problem of the allowance as a contract cost of accelerated amor- 
tization on emergency facilities covered by certificates of necessity. Under present 
sandards governing the allowability of costs, depreciation is allowable only 
to the extent that it is determined in accordance with the usual procedures, 
i, on the basis of the normal life of the asset in its usual peacetime use. 

Last summer Charles E. Wilson, Director, Office of Defense Mobilization 
made a determination that: 
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“For purposes of cost computations in negotiated contract pricing, accelerated amor. 
tization shall be allowed only to the extent that the percentage certified is based on an 
estimate of post-five-year period usefulness. Percentages of amortization attributable tp 
other incentives shall not be included as an element of cost in contract pricing.” 








Of course, this was a policy decision which required implementation. It will 
be noted that under it accelerated amortization is allowable to the extent that 
the percentage certified is based on an estimate of post-five-year period use 
fulness. Therefore, every certificate of necessity must have two percentages 
One (the larger) will represent the percentage certified for tax purposes. The 
second, which is the one upon which the allowability of accelerated amor 
tization is based, will differ in that it will take into consideration the probable 
usefulness of the asset after five years. 

To date no certificates of necessity have the latter percentage. Since such 
certificates are issued by the Defense Production Administration, it is the te 
sponsibility of that administration to determine both percentages. At the 
present time I have no information which would indicate at what time we 
might expect to have DPA initiate its determinations of the allowable per- 
centage. 

The second item which has been giving considerable difficulty has to do 
with the use of Section XV, Armed Services Procurement Regulation as a guide 
for the determination of allowable costs for purposes of fixed-price contrads 
with provision for redetermination of price, despite the fact that the section was 
prepared for use in connection with cost-type contracts only. The Department 
recognizes the incongruity of this situation but, in the absence of cost standards 
devoted specifically to fixed-price contracts has been forced to use Section XV. 

It must be recognized that, in fixed-price contract pricing, Section XV és 
only a guide used by our auditors. They do not deny reimbursement to the 
contractor through applying ASPR Section XV. As has been stated, any audit 
report resulting from the audit of a fixed-price contract is only an advisory 
report for the use of the contract negotiator. The extent to which such reports 
have an impact on the negotiations is not determinable, because there are many 
other factors entering into the final determination of price. It should also be 
indicated that our office is currently endeavoring to develop a single set of cos 
standards which will be applicable to both cost-type contracts and those fixed 
price contracts which contain price redetermination provisions. Because of 
the wide range of business situations which would have to be covered in a single 
set of standards, its development is proceeding quite slowly. I would hesitate 
to predict when its publication might be expected. 
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In Summary 

In this article, there have been briefly presented Defense Department con- 
siderations relating to audit of the three basic types of defense contracts in 
use today: 


|. Straight fixed-price, nation of price. 
2. Fixed-price with provision for redetermi- 3. Cost-reimb t, 





It has been seen that the trend is towards a more selective review and away 
from detailed audit, that greater reliance is placed on contractors’ accounting 
systems and that, more than at any time in the past, the Department of Defense 
and other government contracting and auditing are giving greater recognition to 
accepted business and accounting practices and to acknowledge the worth and 
place of incentives and the desirability of minimizing detailed review of con- 
tract cost results. 











Current External Influences on Product Costs 
by LESTER M. ELLIOTT 


Vice President-Finance, McCord Corporation, Detroit, Michigan 







After a review of the numerous outside forces, principally trade cus- 
tomers and government agencies, creating needs for product cost data, 
the author of this article goes on to differentiate a few of these needs 
and then, at some length, to cover particular cost problems of the 
special type of job costing known as government contract accounting. 
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HERE ARE TODAY many types of product costs, all of them important, many f 

mandatory. In subsequent sections of this article the more important special a 

requirements for product costs are discussed, and it has been assumed through. ‘ 

out that each company segregates all costs by products or plans ultimately be 

do so. Important problems which are new to the demands of a semi-war econ . 

omy including government regulations are also discussed and recommended § 

accounting treatment therefor developed. However, it is first necessary to review e 

influences which require or affect product costs. These influences are many af“ 

the penalties for nonobservance of requirements are often very severe. as 

Civilian production is still the predominant influence on product costs and 

involves the traditional relationship with commercial customers. Such busines § “4 

is usually highly competitive in character and requires increasingly tighter co wl 

trols on productive costs, substitution of materials, high development expenss adj 

and comparatively high sales expense. In addition, product costs for thee « 

customers are influenced by shifts in production rates between products ani - 

the attendant varying absorption of fixed expenses, as well as tooling and othe aap 

costs during conversion to new models and/or new products for the sam me 

customers. These problems and their influences on product costs are “brea o- 

and butter” matters which every accounting department is expected to hande , 

in stride. " 

The Office of Price Stabilization has in the past year become one of the mat Parti 

important government agencies in requirement for and determination of produt prod 

costs. This agency has developed new and specific definitions for manufactur, § Patt : 

products, categories and new products. It has also brought forth definition § and | 

of material and labor costs, markup percentages, interplant billing method § tates ; 
amortization of tool and die costs, and many others. Such formulae have ge and f 
erally eliminated specific items normally included under accepted accoumtilg# contra 
practice and have included only part of costs in remaining categories of @ gether 
pense, inasmuch as the regulations usually provide for allowable expenses OB disati 
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to certain cut-off dates. Product costs meeting the requirements of OPS must 
be determined under its regulations and must be made available to representa- 
tives of that agency. Inasmuch as OPS controls apply to commercial products, 
product costs must also be maintained for the same items on the usual account- 
ing basis. 

Government contracts are an equally important influence on present-day 
costs. Government contracts are usually either fixed price or cost-plus-fixed fee 
contracts and may have been entered into on either negotiated or bid basis. 
These contracts may be further classified into contracts for supplies (products), 
facilities, and for development programs. Products covered by these contracts 
may be entirely new and special to the defense effort or may be similar to the 
usual commercial products of the contractors. Provisions of these contracts are 
based primarily on the procurement regulation promulgated by the Department 
of Defense and, in addition, carry special provisions developed by the individual 
services, as well as other provisions recognizing the peculiarities of the partic- 
‘ular contract. Such regulations provide standard definitions of materials, labor 
and overhead, and requirements as to their costs, together with transportation 
costs, taxes, tools and dies, stand-by costs and other special costs. 

Present-day contracts usually contain price redetermination clauses which 
require that costs of the contract must be presented for audit and examination 
at certain specified points in its production cycle and selling prices will be 
adjusted on the basis of such product costs, together with consideration of 
eficiency, schedule performance, etc. All contracts must also be subject to ulti- 
mate review by the U.S. General Accounting Office and costs of reimbursable 
contracts are examined currently by the respective Service audit units. The end 
tesult is that definite product costs and the profit or loss on the contract may 
not be known for many months or possibly years after the final shipment ander 
the contract. 

To digress, accountants should be alert to recognize that the contract, and 
particularly the negotiations which precede the contract, determine the resulting 
product costs, and it is significant that accountants are more and more forming 
part of the negotiation team and, as such, are able to obtain more workable 
and less costly provisions in the contract. Such items as specified overhead 
fates in lieu of audited overhead costs, standard allowances for travel expenses 
and for prorated overhead and service costs, all may be incorporated in the 
contract and elirninate much future work of the accounting department, to- 
gether with the elimination of items which may cause dispute and possible 
disallowances. 
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Contract renegotiation proceedings are an annual occurrence for companies 
having sales to government agencies in excess of $250,000 and require product 
costs to be segregated between commercial and government products and, for 
the latter, between cost-plus-fixed-fee and fixed price contracts. Usually costs 
must be restated to an income tax basis and product costs must accordingly 
reflect the tax treatment of depreciation, amortizaton of tool expenses, reason- 
able salaries, etc. In addition, special costs incurred prior to the date of the 
contract, overruns and other matters discussed later in this article, must b 
identified in the records in order that they may be properly presented for de 
termination in renegotiation proceedings. 

Tax regulations are another important item in the development of production 
costs. The re-imposition of excess profits taxes has again focused attention on 
government absorption through taxes of the major portion of costs and savings 
of the average corporation which, in turn, has fostered increased expenses such 
as development, sales promotion, and similar programs and has also fostered 
a laxity in cost control. The effect of government tax regulation on accelerated 
amortization has also upset proper product costs in that abnormal write-off 
made in the early years, with resulting small provision for depreciation ia 
future periods. The effect of “lifo”, which has again become popular, has 
of course, a very direct and definite effect on product cost. The effect of govem- 
ment tax regulations today is similar to that of World War II but is complicated 
by the mix of peace- and war-time production, which was not an important 
factor during the last war for most manufacturing companies. 

Other government controls for defense purposes, such as wage and salay 
stabilization and material control, likewise affect the development of produt 
costs. Salary and wage stabilization regulations do not permit certain increases 
in wage and salary rates, often create inequities in wage and salary rates among 
plants producing the same product, and influence product costs in many wap 
The influence of the Controlled Materials Plan on product costs is particulatl 
important in the field of substituted materials. The forces causing CMP, is, 
shortages, also result in necessity to purchase premium-priced materials ams, 
in many cases, the direct importation by manufacturers of materials from abroad 
all of which revises product costs both as to original cost of material and, fe 
quently, the method of production. 

The influences of the Federal Trade Commission on distribution costs canst 
be overlooked. This commission, among other duties, attempts to elimina 
inequities among different classes of customers and, accordingly, thoroughl] 
reviews distribution costs and expenses of the companies under investigatite 
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The accelerated drive of that commission, particularly among automotive parts 
manufacturers, may have wide-spread effect on product costs. 

Many other government agencies directly or indirectly affect product costs 
less importantly. These bodies are many and include the Securities and Ex- 
change Commission, Federal Power Commission, Interstate Commerce Com- 
mission, Federal Communication Commission and many others. 


Differences in Cost Classification and Recognition 


A next step after recognition of the many directions from which product 

cost requirements come is to analyze the more important differences. They 
are so extensive in some cases as to appear ludicrous when an attempt is made 
to develop one coordinated cost system. Memorandum ledgers and/or working 
paper analyses are usually required to have available information to develop 
the required product costs. Penalties for noncompliance are usually so sub- 
stantial as make the additional work and expense necessary. 
" Difference in determination of elements of cost by the various government 
agencies, indicate that multiple product costs must be determined in a semi-war 
economy and accounting systems must be designed to develop product costs 
which will meet all requirements. Since the ultimate objective of any business is 
to make a profit, it is recognized that the different methods of developing 
product costs result in unabsorption as well as overabsorption of many expenses, 
with the result that the realized profit may be greatly at variance with the 
anticipated profit. The accountant, whether he be cost clerk, controller, or 
chief financial officers, must be constantly aware of the desired end result, i.e., 
profit and proper product cost, and must see that all items of cost are set forth, 
in order that the company may be properly reimbursed. 

Materials, under orthodox accounting methods, are usually direct materials 
incorporated in the product at today’s prices. Hcwever, OPS defines materials 
to be “manufacturing materials”, which includes tools and dies, shop supplies, 
and many other items of indirect materials and furthermore is interested in 
casts for price ceiling determinations which do not carry increases beyond 
March 15 or July 26, 1951, depending on the regulation selected by the manu- 
facturer_ among permissable alternatives. Government contracts require the 
segregation of subcontract materials and the inclusion in the materials category 
of cash discount credits, prorated physical inventory adjustments, test and in- 
spection materials and, usually, packaging materials. Federal taxes are usually 
excluded by exemption certificates. 

Labor costs are defined by OPS to include portions of indirect labor and to 
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allow rate increases for ceiling price determination only to March 15 or July 26 
1951, depending on the regulation. A portion (cost increases since base period) 
is distributed on the basis of sales. Government contracts generally require 
| many labor operations to be shown as direct which are normally considered tp 
be indirect and many contracts provide that, not only premium but straight tim 









































portions of overtime pay, together with shift premiums, will be disallowed J ¢, 
unless approved by the contracting officer. Salary stablization regulations po § 4, 
vide that wage increases which do not meet the technical requirements of stabil. | 
ization regulations, as well as other specific increases, may not be considered F ye 
to be product costs in the development of ceiling prices and, in extreme case, Bye 
a further penalty is provided in the form of disallowances for Federal incom - 
tax purposes and fines. all 
A specific ruling of the latter class is the disallowance as an element o pri 
product costs for government contract costs or OPS ceiling prices, of the rece B eral 
four cent annual improvement factor allowance for wage increases. The govem Bf gen 
ment position realizes the profit from annual improvement without absorbing B adv 
the increased wage payment but, more seriously, it is a definite exclusion of T 
an operating cost of the manufacturer which has been approved by wag. stabil B tion 
ization authorities. In addition, many government contracts provide limits J repr 
charges from other than specified departments of the contractor and on houth § tions 
rates in excess of specified rate ranges. analy 
Factory overbead is another item with respect to which there is considerabk §  sellir 
difference in treatment among government agencies. Until the recent Capehat Re 
Amendment was passed, OPS would not recognize overhead as an element § prod 
cost in computing cost increases since a pre-Korean base period, although conve 
did recognize portions of the indirect materials and indirect labor cost increas § tion, 
in categories classified as manufacturing materials and labor. Regulations of items 
OPS now allow an adjustment for overhead cost increases but have develope § rectly 
such restrictions on allowable items and allowable increases that the permititd Toc 
overhead does not match the actual cost increase of the manufacturer. a8 to | 
Government contracts provide that many items, such as travel expenses § ‘imby 
telephone charges, maintenance and others must be charged direct to the ae ‘es o 
tract and, in many cases, have disallowed pro-rated overhead from other é 
visions of the company. Contract renegotiation proceedings, as previous) Vari 
indicated, usually restate such expenses to an income tax basis. This determin § . <m 
: 3 , in addi 
tion of overhead, of course, differs from overhead computations required lap 
| generally accepted accounting practices, OPS, and other government agends #4. see 
The allocation of overhead is also a moot question among government ag Jem. 4, 
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cies. OPS requires an allocation of such overhead items as it allows on the 
basis of (1) direct labor, (2) adjusted sales, and (3) on the total of direct 
material and direct labor, in various regulations. Some government contract 
authorities do not recognize departmental determination of overhead, preferring 
plant or company overall rates. Obviously, separate computations are required 
for overhead for each of the agencies, thus causing multiplicity of costs for 
the same product. 

Selling, administrative and general expenses under prior OPS regulations 
were only partly considered in connection with ceiling price determination and 
were allocated variously on a percentage of sales or on a total of manufacturing 
materials and labor. In more recent regulations provision has been made for 
allocation as “general overhead” to be applied on the basis of sales for such 
ptior periods as were specified in the regulation. Government contracts gen- 
erally exclude selling expenses but allow distribution of administrative and 
general expenses, together with certain items of sales expenses, i.e., industrial 
advertising and “‘service” salaries and travel expenses, etc. 

The Federal Trade Commisson has focused definite attention on the alloca- 
tion of selling expenses to products to the end that price differentials should 
represent actual differences in selling costs. Contract renegotiation determina- 
tions of allowable selling, administrative and general expenses requires an 
analysis and restatement to a tax basis, and possible elimination of certain 
selling expenses. 

Rearrangement and other conversion costs applicable to government contract 
products often require a determination at variance with ordinary accounting 
conventions. Such items are usually reimbursable in whole or in part. In addi- 
tion, items of a capital nature, such as lighting, installation costs and similar 
items are often charged to preparation cost and, as such, are reimbursed di- 
rectly or by prorate by the government. 

Tool and die costs are another type of cost subject to certain restrictions 
as to use in determining ceiling price adjustments under OPS regulations, are 
reimbursable under government contracts and are often subject to differing 
tates of amortization for income tax purposes, as compared with book methods. 


SPECIAL. COST PROBLEMS OF GOVERNMENT CONTRACTS 


Various requirements for special product costs create many special problems 
in addition to the problems posed by many government contracts for conversion 
0 a new product or new model of an existing product. The paragraphs of 
this section of the present article identify many of the attendant special prob- 
lms and discuss proposed methods of handling them. 
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Job Costs 






Government contract costs require actual costs which, in many cases, must 
be substantiated by separate payrolls, government authorized materials pro 
curement, and direct charges for many other items of cost. Inasmuch as actuil 
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product costs meeting contract requirements must be determined, the use of : 
standards and their incorporation into cost procedures may be useless and per § * 
haps a definite handicap to cost reimbursement or to contract price redetermim. 

tion and settlement. The allocation of efficiency variances, distribution of fixed § ch 
expense variances, standard labor rates, and many other customary adjuncts of be 
standard costs may not be approved by government auditors. There are alo § sy 
special costs (pre-contract expenses, losses, etc.,) and required direct charges — an 
which call for special overhead rates. As previously indicated, it is very necessay po 
that each contractor properly segregate all government contract costs in a sem Bis | 
war economy, for proper protection in renegotiation and price redetermination 

proceedings. Di 

Reversion to job costs may appear to be a step backward but it is believed 1 
that job costs afford the only feasible method of accumulating satisfactoy 
costs for most government contracts. Assurance results that audits are expedited ow 
and that a showing of direct charges to contracts affords the best means of 7 
obtaining government acceptance as contract costs. Where required, standanl " 
costs may, of course, be used within the framework of job costs on a statistical < 
or recorded basis but should be subordinate to job costs. 

Company managements then may have the problem of having dual as 2 
systems, i.e., standard costs for commerical products and job costs for defense a 
products. A problem immediately arises with respect to the distribution of _ | 
general factory and general office overhead in that the use of standard dired 
labor for commercial products and actual labor for government contracts, the pot 
recorded bases available, would provide unbalanced, inequitable and ume rs 
ceptable (by the government) allocation thereof. A dual system brings forth bein 
similar problems in the distribution of service department expenses, computation 
of incentive wage payments, and many others. Preet 

| “Productive” Labor vs Standard Labor on 
| Labor charges to government contracts, as indicated above, may be baseda "vel 
standard labor, together with accompanying labor variances, or may be based § “uted 
on actual labor. It is probable that actual labor will be used and that the tem § “Peas 

“productive labor” will be adopted. Productive labor will, therefore, represent B atrac 
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direct labor costs and may, in addition, include certain elements of normal 
factory overhead which would be directly charged to product costs of govern- 
ment contracts. Such added labor costs, which normally would be included in 
overhead because of the applicability to a number of products, would include: 


|. Inspection. 
2, Material handling. 
3. Shipping. 

Labor charges of these categories within a department would be better 
charged in productive labor as direct charges to the contract. Such labor will 
be expended entirely in the production of items in the contract. The treatment 
suggested would have the advantages of ease of accumulation, ease of audit 
and reduction of overhead rate. The last-named advantage is considered im- 
portant in that one of the criteria of procurement officers in awarding contracts 
is the overhead rate. 


4. Testing and inspection. 
5. Group leaders. 


Direct Materials 


The development of material charges to a contract likewise includes some 
costs which normally would be included in manufacturing overhead. Such 
items include packing materials, losses from tests and inspections, samples, 
paints and many other items which, due to their special nature, represent an 
amount substantial enough or different specifications for identification and 
direct charge to the the contract. Production of war items requires special 
packing for domestic use and additional packing for overseas shipment, which 
are usually substantially greater in amount than required for normal commercial 
products. Products for government end-use commonly require extensive tests 
and frequently extensive loss in ballistic tests, which are both in excess of 
normal commercial experience. Such costs are usually recognized in government 
contract negotiation as not being overhead, and product cost compilations 
should accordingly observe this conversion with the result that the charge will 
be included under material costs. 


Pre-Contract Expenses 


Negotiation of government contracts frequently occurs over a period of 
months in which substantial engineering, sales, and accounting personnel costs, 
travel expenses, long distance telephone expenses and other costs may be in- 
curred prior to award of the contract. However, most contracts provide that 
expenses incurred before date of the contract cannot be included as allowable 
contract costs, although allowance may sometimes be made for some pre-contract 
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expenses by setting forth a stated amount in the contract. The contractor, 



































therefore, faces the problem of what product cost to charge with such expenses, ' 
which may be sizable in amount and not confined to personnel and departments p 
| which would normally originate sales contract expenses. It is desirable to ac s 
cumulate these expenses, in order that the amount may be set forth for manage i" 
ment information and deducted in contract renegotiation proceedings and for al 
income tax purposes. F 
In absorbing these expenses, there are alternative treatments. Pre-contrad « 
expenses, where minor, may be charged to other products. If large, the amount 
should be segregated to war production and should be charged to the products W 
for which the ultimate contract will be obtained. If no contract is obtained, 
then it may be prorated among all government contracts. The determination | 
and allocation of these expenses should be limited to additional casts for travel, § 
telephone and extra personnel, if required for such activities, and should not a 
include salary and office expenses of regularly employed personnel. = 
per 
Excess Government Contract Costs i 
A problem arises with respect to excess costs incurred after the date of § Will 
the contract. These may represent additional operating costs above those per § ‘2, 
mitted by the contract, costs not reimbursable in fixed fee or fixed price con § * * 
tracts (such as unallowable overtime, unallowable “annual improvement factot” for « 
labor increases or unallowed excess costs of equipment procured for accout § % 
of the government). Some of these matters are new and special problems in § “4 
current government procurement, compared with defense production in World qT 
War II. The combination of greater competition and lower prices in securing these 
government contracts, more stringent Defense Department rules and procute of th 
ment regulations, extraordinary overhead and additional costs arising from § "2 
erratic delivery of supplies and equipment and other abnormal items, har Dupl 
made increased contract allowances important but hard to obtain. During World 
War II, in which the major portion of the country’s production was devoted Stan 
to the war, contract allowances for items of the nature of those just mentioned At 
were more readily secured. get co 
Product costs must necessarily be designed to set forth overruns of thet B compl, 
sorts, in order that proper application may be made to secure additional contri & facilitj 
; allowances to the extent possible. Such allowances usually are proper costs fot BF agreed 
' contract renegotiation and for income tax purposes but are of little avail § propos, 
renegotiation refunds are not required nor excess profits incurred. The a & possib| 
counting system must be designed to set forth additional operating costs al BF for the 
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costs not reimbursable as, nevertheless, proper product costs of the government 
items being produced. A special problem arises in connection with unallowed 
excess cost of equipment, a special nonreimbursable loss which would distort 
overhead chargeable to the product. Provision should be made in the product 
cost accounting plan to set this cost up as a direct charge to the contract, avail- 
able for consideration at the time of price redetermination, if a redetermination 
dause exists in the contract, and included in contract renegotiation costs but 
excluded from normal product costs for production under the contract. 


Write-off of Defense Facilities and Equipment 


In World War II certificates of necessity were granted generally to allow 
as deductions for Federal income tax purposes write-offs within a five-year 
petiod of the complete cost of facilities contractors could justify as being neces- 
sary for national defense. Most awards of certificates of necessity in the present 
petiod of preparation for defense have provided for only partial write-off of 
the total amount during a five-year period, the balance being subject to normal 
depreciation. It can well be seen that often a portion of a press, or a building 
will subject to five year amortization and the remainder will be written off over 
ten, fifteen, twenty or more years. Many operating questions immediately arise 
as to proper departmental depreciation, what period of write-off shall be used 
for determination of capital loss or gain on retirement, etc. Upon the conclusion 
of the five-year period, the company will be operating a portion of the facility 
0a a free basis and the remainder subject to depreciation. 

The development of product costs and use of the equipment must recognize 
these conditions and, following the five-year period, the re-instatement of cost 
of the equipment should be considered in order to obtain the proper deprecia- 
tion charge for its use, even though a portion has been entirely charged off. 
Duplicate depreciation schedules will have to be maintained. 


Stand-By Facilities 


At least one major service in the Department of Defense has attempted to 
get contractors to maintain facilities in place for a period of five years after 
completion of the contract for current supplies. This service tried to have the 
fucilities maintained in place at the contractor's expense but, after negotiation, 
agreed to stand the cost of packaging, removal and storage. While similar 
proposals may not be immediately pressed by the other services, it is entirely 
possible that further developments of the “cold war” will require that facilities 
for the manufacture of war products be maintained in place. In addition, 
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many government agencies are requiring alternate production facilities tor f 
critical items, outside of the key production areas. Expenses which arise in § 
connection with a policy of this sort are property taxes, insurance, maintenang § f 
watchman service and the tie-up of both space and joint facilities which could 
be utilized for production of commercial products. 

Allocation of these costs to products presents a definite problem, inasmud 
as no product is being manufactured on such facilities. It would not be proper 
to charge them to commercial products or military products made for another 
service, nor is it customary to set up a product classification for costs without 
any revenue attaching to it. The expenses are general corporation expense and, 
if minor in amount, may be prorated to all products of the company and, if § pra 
major, should be set forth as a stand-by facility expense not allocated to othe § for 
products. Deduction as cost in renegotiation proceedings should be claimed. and 


RAaemee.¢ 


Selling Expenses h 


Government procurement regulations do not allow in contract costs selling B feld 
expenses as such but do allow charges for certain expenses which are often it B regu 
cluded in the selling expense classification. Contract cost auditors will usualy § impo 
allow costs for sales personnel utilized directly in the negotiation and servicing 
of a government contract with expenses including salary, travel, long distane § Cell 
telephone calls and a portion of supervision, office supplies, office space, et § yy, 
Changes in the company’s accounting method may be advisable under whith Bo 4, 
costs relating to personnel directly involved in the securing and servicing d & pi, 
government contracts will be grouped into a separate service department, thy may 5 
providing a segregation satisfactory to government examiners. to ma 

Selling expenses, less the direct charges just mentioned, would customatiy B® make , 
be allocated to costs of commercial business. A problem may arise where ® compar 
duced commercial volume may be absorbing relative high sales expenses, po ip sel] 
sibly including some services to government agencies. Nevertheless, sellig ® oy 5-1 
expenses not allowable as costs of government business in renegotiation pi) which , 
ceedings should be charged to commercial costs, rather than to separate a} should 
portion of it to a special charge, because sales department expenses will ordiat HF the basi 
rily bear close relationship with sales volume. 


Price Redetermination The F 


The policy of the Defense Department is to insert price redeterminalit#§ 0d com 
provisions in all negotiated contracts. These provisions require review (whit sts amc 
may be in the form of an audit by the particular service’s audit agency) off Work. In 
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product costs at interim periods of the contract and may provide for price in- 
creases within limits, or decreases. Increases or decreases may apply only to 
future shipments or to the entire contract. 

It is expected that the review of expenses will be much more detailed and 
the substantiation of proper product costs will be subject to much greater 
analysis, with probably attendant greater disallowances, than during World War 
I. Development of product costs for price redetermination should include 
conversion costs, high expenses in the initial production period, excess costs 
of equipment, and similar items which have been previously referred to, Many 
of these items would not be considered product costs for ordinary commercial 
practices but must be developed and included in redetermination proceedings 
for proper protection of the contractor, in order that all costs may be exhibited 
and the proposed profit on the contract realized. 


SUNDRY COST PRODUCT PROBLEMS OF TODAY 
. Not all the special problems related to product costs lie exclusively in the 
field of contractual relationships between business and the Government. Other 
regulatory relationships, not to mention commercial customer relationships, 


impose their quota. 
Ceiling Prices 


Many companies manufacture products in which commercial prices are set 
on the basis of contracts, but whose prices may not exceed OPS ceiling price. 
During the period in which ceiling prices exceed contract prices, the company 
may sell its products on the basis of contract prices and, accordingly, will have 
to maintain two prices on each product and compute the product costs which 
make up such prices. Where the contract price exceeds the ceiling price, the 
company will also have to develop two sets of product costs but will be able 
to sell at only the lower ceiling price, and will thus show a reduced profit 
on such items, which may be offset by increased profits on other items for 
which ceiling price allowances are higher. In such instances, product costs 
should not be reallocated but should still reflect the proper product costs on 
the basis of the company cost experience. 


Unabsorbed Too! and Die Expenses 


The problem of unabsorbed tool and die expense exists for both defense 
iad commercial production in that it involves the disposition of unabsorbed 
‘sts among products at the time of change to a new model or to more defense 
work, In many cases, customers reimburse the company for tool and die costs 
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where changeovers are made out of a regular rhythm but, in most cases, the 
manufacturer must absorb the cost. A switch to war production allows no 
imbursement to the contractor for unabsorbed tool and die expense or m- 
absorbed other commercial expenses, as for advertising, etc. 

Allocation of unabsorbed costs of these types to products presents a definite 
problem. Shifts to new commercial products may be handled under the account 
ing rule that unabsorbed items would be charged to the cost of the new prot 
ucts. However, situations may arise in which new customers are involved in th 
change-over and would, under this policy, be charged with amortization css 
involving a former customer. In a highly competitive business, the handling of 
this cost factor may have a considerable effect on the possibility of retaining the 
new business. 

A further problem occurs in defense production. It is recommended that u 
absorbed tool and die costs become a general manufacturing cost. If small ia 
amount, it should be distributed to all other products and, if substantial, i 
should be set out as an undistributable cost similar to idle plant expense. De 
duction as cost in contract renegotiation proceedings should be claimed. 


Conversion Overhead 


Departmental as well as service department and plant general overhead dur 
ing periods of change-over to new products is a problem with commercial s 
well as defense production. The time involved may run from a few days tos 
year or more in length, depending upon the scope of the conversion. 

Reimbursement is seldom provided in prices for commercial products but 
imbursement for all or a part of such overhead is usually provided for in gor 
ernment contracts. In the latter case, full reimbursement is usually provided 
for where a new plant is set up, progressing downward to reimbursement for 
only direct charges for space occupancy, supervision and maintenance costs for 
a department, or a portion thereof, while being converted to a new product, 

With respect to commercial products, pre-war budgets usually provided fort 
definite change-over period each year, with the year’s fixed expenses distributed 
over the estimated production period. The post-war history of the automobik 
and parts production industry, on the contrary, has been that the smallest pa 
sible period was taken for model change-overs and that such change-overs wet 
not made by all car manufacturers at the same time. The high postwar produc 
tion rate has usually exceeded what was considered normal activity and the smal 
change-over periods of the car manufacturers resulted usually in minor sedi 
tions of an otherwise high activity. 
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Hence postwar budgets have been more generally set on a normal activity 
level which did not recognize the change-over period. The accounting treatment, 
therefore, has been that the burden over-absorption of the remaining months of 
the year would be credited to product costs and burden under-absorption during 
the model change-over would be similarly charged to cost of the product in- 
wived. Should the future model change-over period extend unduly because of 
material shortages, lengthy test periods, etc., it is believed that operating budgets 
should recognize such extended periods in developing allowances and overhead 
rates. 

Allocation of service department (shipping, receiving, maintenance, plant 
upkeep) and plant general expenses, floor space changes, scheduling, admin- 
istration, etc., during conversion to defense production is also a problem, since 
the conversion will usually take a much longer period than for commercial prod- 
uds. It may not be practical to reduce, during the period of conversion, the 
working force of the service function in question or of the plant general depart- 
ments and it would obviously be unfair to charge the remaining departments of 
the plant with the higher pro rata share of total expenses. Care should be taken 
that costs of remaining products not be distorted, with resulting incorrect prod- 
uct costs. During the conversion period, the remaining products of a plant 
should not absorb an additional amount of expenses to the detriment of proper 
product costs. It is believed that excess costs of this character should be charged 
to a general classification representing or similar to idle plant expenses. 


Substituted Materials 


Substituted materials represents changes to use of materials of different 
gauge or composition, in the process of manufacture. Such revisions in ma-° 
tetials may require changes in operating methods of the manufacturer and, in 
practically all instances, will represent changes in product costs. The end prod- 
uct may be identified by different part numbers and/or names or may be con- 
tinued under the same identity. An example is a radiator for a given make of 
at, in which aluminum may be substituted for copper, the radiator being used 
for the same car and meeting the same general specification of the car manu- 
facturer. 

Changes to substitute materials are often made for comparatively short periods, 
¢g, changes from mill steel to conversion steel, and may be repeated. Product 
sts will vary from these causes and the accountant will have to be constantly 
ilert to have the standard budgets in the accounting system keyed to the changes. 
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Financial Reports 







Quarterly reports of earnings are common requirements of stock exchangy 
and are affected by state and national regulations. The annual financial repor 
is, in addition, a nation-wide custom. Accumulation of product costs, together 
with income tax, interest deductions and miscellaneous debits and credits, by 
comes the earnings report for each company for the period being reported, | 
is probable that extended price redetermination review and negotiation, on 
tract renegotiation and the ever-present possibility of a post audit by the Ge. 
eral Accounting Office, together with the various methods of handling the may 
special costs which have been indicated in this article, may greatly impair th 
accuracy of these annual and quarterly reports. Past practice will require the 
estimates be made of refunds and unallowable costs. Many estimates will k 
too optimistic and others will be too conservative. In any event, earnings fors 
particular quarter will be subject to revision, for which actual amounts may ag 






































be known for a period of years. lated by 
partmen 
NEEDED CONTROL AN OFFSET TO IMPROVED PRODUCTIVITY Sa 

It is an odd development that the great increase in manpower efficieng it which . 
the production line through mechanization, better design of product and bette *%¢ sma 
utilization of labor must be offset to a marked extent in a semi-war economy) turing d 
increased costs of handling the paper work required for the controls on peat Asa s 
time production and production of defense materials. A review, as summarini general 
in this paper, of the many and new problems, enforced requirements and post to budge 
bilities of severe financial loss emphasizes the increased responsibility and it Gutencts 
evitably increased paper work falling upon accountants and other staff membes 
The resulting rewards for proper records and reports are most important i Putting 
timely collection of proper costs and profits and the reduction of personnel tine The di 

: : , , ; ' is 
and expense in meeting and possibly contesting government audits and inves eit taded 
gations. 

The proper development of good product costs in today’s semi-war economy rd ¥ 
represents a challenge to the accountant, requiring an extraordinary degree d — 
technical proficiency, production “know-how,” planning and analytical abil een th 
and management perspective. It also carries with it the opportunity and reser“ the ¢ 
sibility of meeting that challenge in the most efficient manner possible, May S requi 
alibis may excuse a weaker man from meeting the challenge, but an alert, % often, clas: 
gressive accountant will accept the opportunity and prepare the best posible Equipment 
product costs in this prescat complex semi-war economy. point of co 
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Burden In Defense - Commercial Production 


by ROY L. BRITTAIN 


Comptroller, The Anderson Company, Cleveland, Ohio 


In this discussion of the problem of handling the so-called nonpro- 
ductive costs of production operations, first place is given to the dis- 
tribution of these charges to effect adequate cost control. There fol- 
lows a discussion of factory overhead as related to government contract 
costing and a review of burden rate determination for this and other 
purposes, together with a description of the rate-setting procedure 
— in the author's company. 


AY INDIRECT Costs dealing with the development and production of prod- 

cts may be called factory overhead. Today, overhead costs are accumu- 
lated by functions into two main groups, productive and service. Productive de- 
partment overhead consists of supervision salaries, supplies, depreciation, taxes 
and many like items. The service departments may be subdivided into depart- 
ments which carry on the purchase, inspection and handling of materials, those 
which carry on the functions of maintenance and repair of buildings, equipment 
and small tools, those engaged in work of an engineering nature and manufac- 
turing departments which exercise administrative functions. 

As a subject for current discussion factory overhead falls naturally into three 
general divisions: (1) distribution of overhead costs, with particular reference 
to budgeting techniques, (2) accounting for factory overhead under government 
contracts and (3) establishment of adequate burden rates. 


Putting the Control Objective First 


The distribution of burden charges has had a long history of discussion, not 
yt ended. A great deal of accounting literature has been devoted to the phil- 
osophy of distributing them by point of control. This approach assumes that, 
if accounting statements are to be used as tools for cost control, costs must ap- 
peat On these statements as chargeable to the individual responsible for control 
oer the expenditure. On the other hand, the determination of proper product 
casts requires the charging of overhead costs by type of plant activity and, very 
often, classification for this purpose varies from point of control classification. 
Equipment maintenance and repair will serve as an example. Distribution by 
point of control of the wages paid maintenance men requires that they be shown 
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on the expense statement of the head of the maintenance section involved. To 
charge these wages appropriately for determination of product costs would te. 
quire that they be redistributed at least to the departments or cost centers re 
quiring the work. 

It has long been my opinion that overhead costs should be accorded distribu. 
tion by point of control. This is the very logical beginning of any budgetary 
program and is a thought which should be uppermost in the accountant’s mind 
when he is lining up his chart of accounts. Responsibility for control of ex 
penditures will vary from plant to plant, but the normal approach is to consider 
the functional foreman or supervisor the head of his domain, and, as such, re 
sponsible for its behavior. Organization charts form the most practical media 
for this determination and so constitute a “must” in the approach to control 
of expense and determination of performance against objectives. 

Remembering that the primary objective is control of burden costs at their 
source, the related accounts should be classified to conform with departmental 
lines and segregated into controllable and noncontrollable categories. Further 
there should be a grouping of accounts covering expenses of like nature. Groups 
of this type might be indirect salaries and wages, operating supplies, perishable 
tools, employes’ taxes and insurance, property taxes and insurance, utilities, 
losses and defects, and sundry. 

Controllable expenses for a department should include only those items of 
expense, the origination of which may be traced directly to the department head 
He is the one who actually issues requisitions for indirect labor, for supplies, 
for maintenance, and for any other purchases which may be classified as & 
pense. Such expenses are deemed to be controllable in graduated degrees of vat 
ability, as developed under a budgetary program. 

The noncontrollable expenses, in the case of the individual department, will 
include only the remaining items properly chargeable to such department, suc 
as depreciation, insurance and property taxes, all of which are primarily fixed 
in nature insofar as the department head’s control of the expense is concerned. 
The noncontrollable expense group will also include redistributed expense of 
service departments if the procedure for establishing the burden rate calls for 
such redistributions, 


Government Contract Considerations Now Hold Limelight 


The task of cost determinations under government contract performance # 
the present problem which complicates the handling of overhead beyond te 
theoretical and practical dilemmas existing under normal conditions. Regul 
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tions covering allowable costs under government contracts fall into two general 
dassifications, those which are applicable to the cast-reimbursement type con- 
tracts and those which apply to fixed-price type contracts. First consideration 
may be given to cost-reimbursement type contracts, which include cost or cost- 
sharing contracts, cost-plus-a-fixed-fee contracts, and the cost-reimbursement 
portion of time-and materials contracts. Determination and allowance of costs 
in connection with performance under this type of contract are set forth in Sec- 
tion XV of the Armed Services Procurement Regulation which became effective 
on March 1, 1949. 

Part 2 of Section XV relates to supply and research contracts with commercial 
organizations and is the field involving the greatest number contracts to which 
the section is applicable. It states that the total cost of a cost-reimbursement type 
contract is the sum of the allowable direct costs incident to the performance of 
the contract, plus the properly allocable portion of allowable indirect costs, less 
applicable income and other credits. Further, the tests used in determining the 
illowability of costs also include (1) reasonableness, (2) application of gen- 
erally accepted accounting principles and practices and (3) any limitations as 
to types or amounts of cost items set forth in Part 2 or otherwise included 
in the contract. It further states that, whereas the use of normal or standard costs 
(with appropriate adjustment for variances, unallowable costs and other specific 
edusions) is acceptable in determining amounts of provisional or interim 
payments, the final allowable costs must represent actual costs. In order for the 
principles for determination of costs under Section XV to be binding upon the 
Government, as well as upon the contractor, the applicable principles must be 
st forth in the contract (or appended to it) or specifically incorporated by 
reference in the contract. 

Any contract may, to the extent deemed necessary in a particular case, ex- - 
pressly provide for the allowance of any kind of cost referred to in Part 5 of 
Section XV which enumerates certain costs which require special consideration 
if they are to be applicable. For this reason such action as may be taken with 
ttspect to these items should be effected in advance of the acceptance of a con- 
act, with the understanding between the parties reflected either in the contract 
wt in the record of contract negotiations. This is of significant importance to 
the contractor to avoid any subsequent misunderstanding of prior agrement. The 
items listed in Part 5 of Section XV ASPR follow: 


|. Costs prior to, but incidental to contract. 5. Rental on fully-depreciated facilities. 
2 Jigs, tools and dies. 6. Severance pay. 

1 Overtime compensatior. 7. Vacation pay. 

4 Plant protection. 
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Most of these items are part of every-day activity and take their regular plage 
in projections when normal burden rates are established. This makes apparent 
the wisdom of negotiating toward the inclusion of all these items prior to a 
ceptance of a contract. It must be borne in mind that the principal opportunity 
for “selling” cost formulz comes before, not after, the fact. 

The regulation also states that, whenever items ordinarily chargeable as indi. 
rect costs, are charged to a government contract as direct costs, the cost of sim 
ilar items applicable to other work of the contractor must be eliminated from 
indirect costs apportioned to the contract. This seems eminently fair. 

As applicable to government contracts, it might be found highly desirable (if 
it is not part of regular procedure) to divide overhead costs into three distin 
groups: manufacturing burden, material handling burden, and engineering 
burden. 

Manufacturing burden would include such costs as indirect labor, shop salaries, 
operating supplies, perishable tools, utility expense, amortization of defense pro 
duction facilities, maintenance and repairs, employee insurance and payrdl 
taxes, fixed charges of various types, and sundry manufacturing or shop costs. 

Material handling burden may cover such functions as purchasing, receiving 
and the handling of materials. The total of the indirect costs of these depat 
ments may be related to the cost of materials used in the production depastmens 
to obtain a material handling burden rate. 

Engineering burden may be said to include all the indirect costs and expenss 
of departments which carry on quality control, model shop work, engineering 
drafting and the operation of a standards laboratory. It is usually expressed 
as a percentage of the salaries and wages which have been incurred in thee 
gineering department. 


Allowability of Specific Burden Items 


A brief discussion of a few items of plant overhead may be of interest # 
this point. Depreciation and depletion expenses are allowable when based a 
cost of acquisition, but depreciation or amortization on unrealized appreciatite 
in value of fixed assets is not. Depreciation on fully-depreciated or amortia 
assets and on excess facilities is not allowable. However, among the speci 
subjects which may be negotiated into a contract, consideration may be given 
plant facilities fully-depreciated or amortized on the contractor's books of # 
count or acquired without cost, with possible compensation for utilization, @ 
the form of a use or rental charge. Prospective contractors would do well 
examine their accounts and records carefully to be sure whether or not ty 
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wish to make such claims in lieu of depreciation and whether or not they have 
enough evidence to satisfy a contracting officer or procurement official that their 
daims are well justified. 

In general, there should be no trouble in establishing the item of overtime 
compensation as an allowable cost. However, because it is classified as an item 
requiring special consideration, a case for it must be prepared. 

Self-insurance is included in allowable costs, but it is to be presumed that the 
allowances would have to bear some reasonable relationship to the cost of insur- 
ance purchased. Section XV, of ASPR does not show what type of risk may be 
covered. In the familiar “green book” of World War II days, only self-insur- 
ance for workmen's compensation was admissible. Other costs of pension, re- 
tirement, group, health, accident and life insurance plans are now listed as 
allowable. This principle was not applied so broadly during World War II. 

Consideration will be given to reasonable overruns, spoilage and defective 
work. 

The over-all aim of prescribing allowable overhead costs and cost exclusions 
applying to the cost-reimbursement type contract as in ASPR Section XV, is to 
limit costs rather than recapture profits. This type of contract will thus better 
lend itself to exception from renegotiation than fixed-price contracts. How- 
ever, because many of the latter may be re-opened for a variety of reasons, 
particularly under price redetermination clauses, advisory reporting to the con- 
tracting officer under the same cost standards (ASPR Section XV) is a frequent 
occurrence. 


Provisional Burden Rates; Common Ways of Rate-Setting 


The question of burden rate establishment is a suitable one to consider now, 
following the subjects of overhead cost control and burden allowability for 
government contracts. 

How shall overhead costs be applied to product? The subject deserves the 
most careful consideration under ordinary circumstances. In times like these, 
when a company must be prepared to deal with government contract auditors, 
arefully developed rates well justify the time and effort expended in their de- 
termination. The trouble, in many cases, is that the simplest way out is taken. 
Of course, it is highly possible that a burden rate developed under the most 
exacting anticipations will turn out no closer to actual results than one applied 
wbitrarily. However, if every avenue affecting the issue is carefully explored in 
advance, the results will most assuredly stand the test of realism better than hap- 
hazard guesswork. 


MAY, 1952 





1071 


One of the most important features of the Statement of Contract Cost Prin. 
ciples (ASPR Section XV), from the standpoint of fair costing and the expedi- 
tious payment of incurred costs, is the use of predetermined or provisional 
burden rates. This is a device which was not utilized in the last war to any ex- 
tent. Predetermined or provisional overhead rates may be negotiated for indu- 
sion in any cost or cost-plus-fixed-fee type of contract and may be subject to re 
determination at fixed intervals. The use of either fixed predetermined rate or 
the provisional rate revision article required that the contract contain a defini. 
tion of overhead which will prevent additional payments not contemplated in 
the negotiation. The rate used must be such that both parties shall be bound 
by the rate for the first period, except when a provisional rate is used. The fixed 
dates at which redetermination will occur, will be stated and the dates will con- 
form with the contractor’s accounting system, usually extending over six or 
twelve-month intervals. The fixed rates will be negotiated prospectively. 

It can be readily seen what great assistance this device will render in the rapid 
collection of overhead billings. After a rate is set by negotiation, it is not dis- 
turbed until the fixed interval expires. In the meantime, the government ip 
spectors have been examining the overhead accounts and computing a rate for 
adoption in the next period. The rate may be changed upward or downward but 
not retroactively. There is no bothersome argument over inadmissible overhead 
items. (In fact, they become insignificant and it is possible that the rate may 
not be audited by the General Accounting Office, because it was determined by 
negotiation.) The work of the government contract auditors is thus restricted 
to an examination of direct charges only and the delays in clearance of public 
vouchers are practically eliminated. Every effort should be made to adopt the 
use of predetermined burden rates in cost-plus-fixed-fee contracts when offered. 

In the light of the importance of carefully developed burden rates, it may be 
worth while to examine here some of the practices in vogue. The simplest man- 
ner for applying overhead costs is on an over-all plant-wide basis. This method 
requires the minimum of record-keeping and presents no conflict with the allo 
cation of overhead costs by point of control. Several bases are in use for the 
application of overhead on a plant-wide plan: actual direct labor dollars, actual 
direct labor hours, standard direct labor dollars, and others. In each case, the 
burden rate is determined by dividing the total overhead cost by the total units 
of the base in use. The plant-wide basis is the easiest method under which to 
apply overhead costs but, quite unfortunately, in most instances, gives the mast 
deplorable product costs. 

For example, suppose direct labor dollars are taken as the chosen base. Can¥t 
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presume that (1) for each direct labor dollar a constant number of overhead 
dollars are spent or (2) all products in the plant require all the items in the 
overhead or (3) because one man may operate two or more machines at one 
time, the burden rate should be reduced proportionately against each machine? 
In this day of modern machine tools, overhead costs will show decided variances 
from one tool to another, from the extremes of very low overhead costs for 
most bench work to exceedingly high overhead costs for large boring mills or 
planers. Likewise, with the introduction of a large machine tool for the purpose 
of reducing machining time, overhead costs for depreciation, power and space 
occupied are increased, whereas the base for applying this overhead is being 
decreased. 

A common approach to remedying errors inherent in the application of over- 
head on a plant-wide basis is by the establishment of individual department 
burden rates. Such rates are applied in the same manner as under the plant- 
wide method and therefore, each cost center must stand the same test as to 
accuracy of application. If cost centers are so arranged that.all similar machine 
tools are in the same department (for example, all drills in the drill depart- 
ment, all milling machines in the milling department, etc.), it might be prop- 
etly presumed that the cost center burden rates would give an equitable reflection 
of overhead costs when applied to the products. However, more often than not, 
a wholly unwarranted amount of handling expense would be created if machine 
tools were grouped by type of tool and the products were carried from depart- 
ment to department as the sequence of operation might require. 


Machine-Hour Burden Rate—An Application 


For these reasons, it is not amiss to stop a moment to theorize on how over- 
head costs can be brought together so that machine tools which might be visu- 
alized as being in like groups, could be so classified to cost centers, regardless 
of physical location, without sacrificing allocation of these costs by point of 
control. This device is normally referred to as the machine-hour method of de- 
termining burden rates. This is the method adopted at the V. D. Anderson 
Company some three years ago. Up to that time a single plant-wide burden 
tate had been used. Since the company has been in business at the same loca- 
tion since 1889, the arrangement of the plant at Anderson’s is the culmination 
of a series of alterations and additions, so that the grouping of like machines 
in any one area is a physical impossibility. The product is heavy machinery for 
the extraction of oils from nuts and seeds. 
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An average machine will contain 2,644 different parts, ranging in size from 





































a cotter pin to the machine bed weighing about 3,700 pounds. Seventy-eight iin 
per cent of all the items are produced, welded, heat-treated or machined in the pa 
plant and the cost of each item is carefully measured against comparable cost if proje 
purchased. To know our true costs for this and other purposes, it was necessary jected 
to make a careful analysis of our burden rates. As we visualized it, there are Th 
five separate factors involved in our overhead costs. We referred to them as the aLe 
equipment factor, the manpower factor, the space factor, the power factor and The g 
the general factor. The idea was to classify each item of factory overhead to pay 
one of these five factors. — 
Under the equipment factor, we included these items of expense which seemed By to 
to fluctuate with the particular machine tool used, such as depreciation on equip- theseis 
ment, maintenance and repair of equipment, perishable tools, taxes and insur Froc 
ance on equipment, etc. The manpower factor included the items of expense _— 
in the productive departments which seemed to vary with the direct labor, re eth 
gardless of the machine tool used, such as supervision, indirect tabor, vacation a 
and holida d Fed industri 
y pay, state and Federal payroll taxes, industrial compensation, group 
nA the fut 
and allied insurance, etc. oa 
Under the space factor we included items of expense relating to floor space, ” 
such as depreciation on buildings, maintenance and repair of buildings, taxes Xf ss 
on real estate and buildings, insurance on buildings, etc. Light and power wa ten of | 
the only category of expense under the power factor. Under the general factor, Becau 
as its name implies, were included practically all items of expense not placed charged 
under the other four factors. These included general superintendence, produc spective 
tion offices, receiving and stores, engineering department, laboratories, etc. any time 
There is space here only to highlight the salient points involved in our pre to prove 
cedure. Our first step was to make an individual 3” x 5” card listing of every 
machine tool in the plant, showing name and location and recording the follow B Contin, 
ing four items: 
Overhe 
1. Current replacement value of machine. floor space near the machine which improved 
2. Normal productive manpower crew re- could be classified as available for ie pro 
quired to operate machine. process materials. Governm 
3. Overall feet of fl 4. Rated h of all motors on the . 
cupied by the eset, “including the or Soy aes tained coy 
That is w 
Our next step was to review our experiences with burden expenses for tit Bs. 4, par. 
prior fiscal year, with an attempt to determine the component fixed and variable B contra . 
portions of each item. We also accumulated actual machine hours of produit BP for 4... si 
tion against each machine tool. Our idea was twofold. First, we thought, by treatment. 
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allocating actual overhead costs to their respective factor groups as enumerated 
above, we could redistribute expenses for this studied year back to the individual 
machine. Second, with this data as a springboard, we would be in position to 
project our plans for the coming year, both by levels of operations and by pro- 
jected expenses. 

The total actual overhead costs for the year studied were prorated to each 
machine by the four principal factors: equipment, manpower, space and power. 
The general factor group was distributed in relationship to the sum of the first 
four factors on each card. Using the sum of these five factors on each card as 
a measuring base, we were able to classify all our machines into seven groups. 
By totaling each group and dividing by the number of machines contained 
therein, we arrived at an average base for the respective groups. 

From here on it was simple mathematics to relate our projected levels of oper- 
ations for each of the seven groups for the ensuing year to the total projected 
overhead expenses for the same period and to come up with our individual 
group burden rate per machine-hour. For ease of accumulating base data in 
the future, we renumbered all machines, adding the letter symbols A to G to 
each of the seven groups of machines. Our standard cost system, which reflects 
the machine group to which each operation is assigned, simplifies the applica- 
tion of these machine burden rates to our product costs. 

Because, as noted at the start of this article, our overhead costs are now 
charged to point of control, the redistribution of the various items to their re- 
spective machine groups is a very simple operation. Thus we are in position at 
ay time, not only to measure performance at the point of responsibility, but also 
to prove our product burden rates. 


Continuing and Recurrent Problems 


Overhead control and application are perennial problems requiring ever- 
improved solutions and, likewise, problems with important current angles. 
Government contracting on the part of industrial companies, along with sus- 
tained commercial business, is the principal present problem of the latter type. 
That is why in this paper, in which the control of overhead costs is recognized 
is the paramount consideration, the relationship of overhead costs to government 
contract regulations and practice, as well as the development of burden rates 


for charging this class of costs to commercial product, have both been given 
treatment. 
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PRICING OF SPARE PARTS FOR 
GOVERNMENT CONTRACTS 


COMPANIES WHICH FOR THE FIRST TIME 
hold defense contracts or have not held 
such contracts since the end of World War 
II may well examine their pricing policy in 
respect to spare parts. Spare parts are pur- 
chased by the government on a concurrent 
basis, i.e., the contract will call for a cer- 
tain number of equipment items and the re- 
lated spare parts. Spare parts may consist 
of two classes, items which will be manu- 
factured and items which will be purchased 
and require no further processing. 

It is for the second class of item that the 
cost estimator may overlook certain cost ele- 
ments and, as a result, selling prices may 
be established which eventually result in 
substantial losses to the company. While 
the following list of cost elements is not 
all-inclusive, it may serve as a helpful re- 
minder: 

1. Purchase overage required to provide for 
stock loss or shrinkage, breakage or de- 
fective parts. 


- Material handling expense 
a. Procurement expense. 
b. Incoming inspection expense. 
c. Stores handling. 
d. Material control or records expense. 
. Freight and other inbound transportation 
charges. 
. Manufacturers’ excise tax on items pur- 
chased. 
. Final or pre-shipment test expenses. 
. Expense of preparing spare parts lists 
with detailed nomenclature. 
. Guarantee or replacement expense. 
. Packing expense. 


Item 2 is easily overlooked by companies 
in which material handling expense is con- 
sidered a part of general factory overhead. 
Probably the most serious underestimation 
may be in the item of packing expense. 
Specifications governing the packing of 
spare parts are usually quite detailed and 
requirements are far more extensive than 
those used in commercial practice. 
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depreciation expense, and contributions, 
donations, entertainment, etc., would be 
the subject for extensive government audit 
utivity. The requirements incident to such 
pstanalysis, and the resulting exceptions, 
castitute a significant time-consuming ele- 
ment with respect to cost determination 
and/or negotiation. 

The expansion of an industrial com- 
pany’s chart of accounts to disclose specifi- 
ally the types of cost identified in the con- 
tet cost principles, both “allowable” and 
“wullowable”, would result in little if any 
uditional distribution and! accounting time 
or effort, would not preclude the continua- 
tion of normal comparative operating state- 
ments, and would eliminate the probability 
of extensive, detailed post-period review. 
However, more important would be the ad- 
vatage of accumulating informative ac- 
counting data, currently available for 
fomulating realistic bid proposals and 
comparative analysis of prospective total 
ast of sales on government contract al- 
lowable cost. 


JAMES M. GLASS, Cedar Rapids 


KNEE-DEEP NOW 


It's HIGH TIME for accountants of ex- 
patience, ability and practical knowledge to 
tow the full weight of their talents into 
the maelstrom of the current: government de- 
frase program, economic stabilization ef- 
fots and national production activities, to 
i what can be done to lessen the burden 


shtistics and data of all sorts. 
Aayone in doubt as to the seriousness of 
li situation need only to read some of 


MAY, 1952 


the numerous ceiling price regulations. Typ- 
ical orders of broad coverage of this type 
are CPRS 22 and 30 (general machinery 
manufacturing pricing orders). It is cer- 
tain that most manufacturing establish- 
ments, particularly small businesses, do not 
have an adequate staff of cost accounting 
personnel to cope with the extraordinary 
volume of clerical, accounting and financial 
details which must be developed and pre- 
sented in connection with price determina- 
tion and filing. 

If an excessive number of accountants is 
tied down to details of costs and related 
items, to collection and reporting of statis- 
tical, accounting and financial data for gov- 
ernment agencies, the shortage of specially- 
trained skilled technical help of this type 
will be accentuated and a definite deterrent 
placed upon all business. 

We need an accounting consultation and 
review board of topnotch accounting men, 
adequately staffed, and with high level au- 
thority and standing, to whom new orders, 
directives, rules, regulations or instructions 
of any nature involving questions of ac- 
counting, business statistics and finance, 
will be referred before release, to deter- 
mine if the proposed issuance cannot be 
omitted—or at least reconsidered as to 
amount of effort required. 

A further argument against the amount 
of paper-work now being exacted is the 
tremendous storage facilities which will be 
needed for the physical handling of the 
papers, accompanied by a need for further 
increasing civilian employment by the gov- 
ernment to handle and care for all these 
records. 

The problem is great and urgent. Failure 
to meet it will surely tend to “bog down” 
our whole economy and throw up a barrier 
against achievement of maximum produc- 
tion goals. 

J. M. NAAB, Paterson 
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Some Cost Problems of the Defense 
Contract Cycle 


by H. H. CORK 
Director of Government and Tax Accounting, Westinghouse Electric Corporation, Pittsburgh, Penne, 


The economic obstacle course from cost proposal to renegotiation, 
with “termination for convenience” always a contingency, is beset with 
many performance and profit hazards. A few of these are dealt with 
in this article in the light of experience. Treatment of product de- 
velopment, advertising and accelerated amortization costs is touched 
on in successive sections of a central portion of the paper. 


eae TO THE GOVERNMENT can be a troublesome adventure. It does nu 

have to be so. One of the main difficulties stems from lack of understanding, 
Industry must recognize a different philosophy when transacting business with 
Uncle Sam. Contracting officers are committed to tight procurement. The Gov- 
ernment is dealing with public funds. The purse strings on these funds are 
held by Congress. Their expenditure is subject to scrutiny by Congressional in- 
vestigating committees as well as by the General Accounting Office. 

The Government must have a set of ground rules which are, of necessity, 
more definite than the rules of trade between private enterprises. In private 
enterprise, agreements with a lot of fine print are drawn up and promptly dis 
regarded, while the contractual obligations are fulfilled on a practical basis. The 
fine print is used only in case of last resort. But not with the Government. What 
the fine print in a Government contract says, has to be lived up to. 

Industry does not necessarily agree with all of the ground rules established 
by the Government and should continue to exert effort to effect changes in those 
rules where they are unfair and result in hardships. This is a long and tedious 
task, but industry should not give up until the objectives are attained. Neverthe 
less, it must play the game by the rules or be subject to the penalties. The cyde 
of our company’s contract relationships with the Government—in so far as they 
deal with types of contracts, pricing, cost support, contract terminations, and 
statutory renegotiation—form the subject matter of this article. 


Types of Contracts and Products to Which Suited 


One of the difficulties experienced by industry is that of knowing the proper 
type of contract to use to cover a specific condition. Very often manufactures 
are “saddled” with a contract not suited to the particular needs and then theres 
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trouble. Some months ago, a number of companies were asked by the Munitions 
Board if they felt that the Government needed to devise new forms of contracts 
in order to alleviate some of the difficulties being encountered. After a very 
careful study, the answer was in the negative. The present types of contracts 
are adequate but industry and contracting officers need more education as to 


rem | how they should be used. 

The basic types of contracts now available are given here in the order of 
preference, from an administrative standpoint only. Specific conditions may 
make the last-named the most practical for the particular procurement involved: 
|. Fixed price 2. Cost type 

a. Sealed bid. a. Time and material. 

b. Negotiated fixed price. b. Cost-plus-fixed-fee — Fixed overhead 
es fu c. Negotiated fixed price—Price rede- rates (Primarily research and devel- 
nding Torget type—Can be fixed Cost phiv-fxed-f 

i d. Target typ an e ice or c s-fixed-fee. 
3 wih bee type. Poon d. Cost glen fiied-4en. 
¢ Gor. There are, of course, numerous modifications of the basic types. For instance, 


ids are a company may have negotiated blanket contracts, particularly on repair work, 
nal in- providing for no work to be done except on individual job orders issued from 
time to time under the blanket contract. The blanket contract establishes all 
cessity, the terms and conditions under which the work is to be done, but each job 
private order involves a separate negotiation as to price—the price being negotiated as 
Uy dis- soon as practical after it can be determined what work is required to repair the 
s. The item. In some instances, this price is not established until after the work is 
- What substantially completed. This is in the category of negotiated fixed price con- 
; tracts. 
blished Another type of blanket contract is in the form of a basic agreement which 
. im establishes all the general terms and conditions under which a company operates. 
tedious The specific contract calls for the product to be furnished and the prices to 
be paid. It incorporates the basic agreement by reference. Any of the terms 
dé Find conditions in the basic agreement which are not appropriate are deleted 
as they by reference in the specific contract. This is a time-saver and eliminates hag- 
is, and gling on the same controversial issues over and over again. 

If companies are experiencing contract trouble, the basic difficulty may well 
lie in not using the proper type of contract. A few guides as to the proper 
type of contract to use under various conditions are as follows: 


|. Standard articles— c. Negotiated fixed price—Extended 


Poe a. Advertised competitive bid (Sealed delivery—Escalation clause for wage 
bid and material increases. 


b. Negotiated fixed price—Catalog 2. Modified standard articles— 
there is items—No cost breakdown. a. Essentially the same as standard. 
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b. Negotiate only the cost of modifica- 
tion, Cost breakdown should clearly 


3. Custom-built articles— 
a. Sealed bid. 


set forth the difference between b. 
standard for which the competitive 
price exists and the modification. 


Negotiated fixed price—with or with 
out price redetermination. 


c. Target type. 
d. cost-plus-fixed-fee. 


Rules for Accountants in a New Role 


Those who have had experience with government contracts know that the 
major responsibility for price negotation has shifted from the salesman to the 
accountant. Of all the negotiated types of contract, the price redetermination 
type is the one to which the accounting system and the accountant contribute 
most in final negotiations. In fact, nearly all of the discussion at the negoti- 
ating table is, of necessity, conducted by the accountant. While the accountants 
do not necessarily relish this new responsibility, they must prepare to admin- 
ister it wisely, carefully, and effectively. It is a challenge to the accounting pro 
fession and this challenge must be met with fortitude and integrity. 

Here are some fundamentals which may be helpful to the accountant in the 


major part he now plays in successfully dealing with the Government: 


I, 
2. 





Know the contract—B that is what 
has been agreed to legally. 

Known the government men—Contract- 
ing officers and auditors assigned to the 
contract. Build up a spirit of confidence 
in the company and its records. 


. Avoid delays in settling issues—If prices 


are to be redetermined at fifty per cent 
completion, have costs available within 
a reasonable period after the fifty per 
cent mark has been passed. 


ernment auditors. It will then be found 
that, in most instances, they will be 
ready to use this program to its fullest 
extant, thereby eliminating much of their 
own detail audit work. 


7. Do not be led into a position of nego 
tiating costs. If you p ve you are lost, 
Make a correct determination of you 
costs and then stand behind them. Ne 
gotiate price, not cost. If the contrach 
ing officer questions the inclusion of cer 


the price negotiation 


tain items of cost in 


4. Insist that government audits be cur- and such cost is incurred and 
rent. allocated to the contract in , it must 
5. Give contracting officers and govern- either be recovered in the price or be 


ment auditors all the information perti- 
nent to the determination involved, 
but do not give them more information 
than they need, as this often confuses 
the issue and delays final settlement. 

Maintain an adequate internal audit pro- 
gram and sell this program to the gov- 


come a reduction of profit. You my 
negotiate a price which in effect excludes 
the item of cost but, when you do so, 
is a commercial matter and 

no precedent that such items are no 
costs in performing a government co 
tract. That is fundamental. 


Coping With the Absence of Single Approach to Costs 


A great deal has been said and written on the subject of costs under govet 
ment contracts. To date the only official pronouncement on costs is ASPR S 
tion XV. (Since this paper was written, ASPR Section VIII covering conta 
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terminations and the Regulations under the Renegotiation Act of 1951 have 
been released, both of which deal with the allowability of costs.) ASPR Sec- 
tion XV was written for use on cost-type contracts where, by contractural 
agreement, the government determines the cost. It provides for certain allow- 
able costs and unallowable costs and includes a list of costs which may be in- 
duded by special contract clauses. Industry has never been satisfied with these 
cost principles. First, although they were prepared for CPFF contracts, they are 
being used in conjunction with negotiated fixed price contracts, governmental in- 
ternal directives to the contrary, notwithstanding. Secondly, they are based on 
the fundamentally unsound premise that costs defined as unallowable are not a 
necessary business expense in the administration of the contract and therefore 
should not exist. We know this is not the fact. 

If there is to be a “Statement of Cost Principles,” it should provide that gov- 
emment contracts, whether CPFF or fixed price, should bear their fair share of 
the costs generally accepted in competitive enterprise as the normal cost of doing 
business. These include such items as administrative overhead, general product 
engineering, advertising, interest, contributions, etc. 

In my opinion there is no justification for one set of cost principles for estab- 
lishing negotiated fixed prices, another for a CPFF contract, still another for de- 
termining costs under contract termination, still another for developing costs 
for statutory renegotiation, and finally another for defining costs for Federal 
incomes tax purposes. All may apply to manufacture of the same product in 
the same plant of a single manufacturer. The end use to which cost determina- 
tions are put—whether it be in the initial negotiation of a fixed price contract, 
aptice redetermination under such contract, performance under a CPFF contract, 
contract termination negotiation, statutory renegotiation and even Federal in- 
come tax computations does not in any way change the cost in relation to the 
products manufactured and sold. 

Why are we now in this rather ridiculous state of affairs with respect to ap- 
plicability and interpretation of costs? The Government is not entirely to 
blame, although I believe there is much that Government can do to alleviate 
the situation. However it is, in some respects, an indictment against the ac- 
counting profession. We, as accountants, can do a much better job than we 
ave in establishing a more nearly uniform set of accounting principles which 
would be more generally accepted by industry as a whole. 

Under conditions formerly existing, when substantially all business was 
ttansacted under the principles of the free enterprise system unfettered by con- 
ttols and defense procurement, costs were only a bench mark. Prices were, in 
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most cases, established by the competitive factors. In those days accountants 
had a rather broad pasture in which to graze. Each of us had his own pet 
theories as to the concept of cost and it was only through endeavors on a pm 
fessional level that there was any progress in getting our thinking together m 
these matters. Today we are caught in a web, somewhat of our own making 
because such a large part of our business is now with the Government. Th 
competitive factors have substantially vanished and the cost of performance is 
the focal point around which our prices are established and our income deter 
mined. 


Product Development Program Costs 


Among costs, as related to government contracts, there are three particularly 
controversial items, namely general product development, advertising, and amor- 
tization under certificates of necessity. Some companies seem to be having 
trouble with the first of these, all with the last two. 

In a manufacturing industry, general product development is known by many 
names. In my company we call it standard development. This generally em 
braces engineering and shop costs to develop a standard product to the point 
of manufacture and to develop materials and processes in order to improve the 
manufacture and performance of all products. Over the years, we have spent 
hundreds of millions of dollars in our standard development program. Some 
of the outlay was for the design of standard commercial products. However, 
the more important expenditures were those in developing know-how in pro 
esses such as plating or the machining of special alloys and in developing m- 
terials for special uses, etc. These vast expenditures are written off currently, 
but the benefits remain indefinitely. Not all projects are successful and som 
may not materialize for years. Standard development is the very life blood of 
many manufacturing concerns, particularly if they engineer their own produds 
Yet, in some government circles, it is felt that the Government should not py 
any part of the cost of the program. I believe industry's position should be thi 
the Government should pay the current cost of the standard development pro 
gram provided, first, that this program conforms to a consistent pattern over the 
years and, second, that it is receiving currently the benefits from expenditures 
absorbed in previous years. 

Two cases in point may be cited. At our East Springfield, Mass. plant, ¥ 


manufacture the cooling units for our household refrigerators. We use a reftig | 


erant in these compressors known as freon, and, before the units are charged 
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with this gas, we must withdraw the air and create a vacuum. Initially our 
manufacturing process required that each unit must be taken off a moving con- 
veyor, placed on a stationary charging stand, vacuum-drawn and then charged 
with the freon gas. After these operations, which took approximately thirty 
minutes per unit, the unit was again placed on the moving conveyor for com- 
pletion of the remainder of the operations before shipping to our Mansfield, 
Ohio, plant for assembly into the cabinet. 

This was not a satisfactory operation. It was awkward and took too long. 
A standard development project was authorized to find a better method. After 
a considerable expenditure of money, we had the answer. The refrigerant was 
first compressed ir: small “bombs” somewhat smaller than a standard softball. 
These were charged under considerable pressure on the stationary charging 
stands. However, they were transferred and attached to the cooling unit by a 
special valve device while the refrigerator unit was moving on the conveyor. At 
the turn of the valve, all the air in the unit was ejected and the unit filled with 
freon gas. 

Well, what has this to do with Government? During World War II, produc- 
tion of household refrigerators was practically stopped and our East Springfield 
plant was converted nearly completely to war production. However, we did 
not take out these charging stands and, as we walked past them each day, they 
looked like a ghost town in Nevada. One day one of our engineers got the 
bright idea that he could make them work for Uncle Sam. He used all the 
knowledge we had gained in developing these bombs for charging refrigerator 
units with compressed freon, added some DDT to it, and produced the “bug 
bomb” or what is now more politely known as the “insecticide bomb.” We 
produced millions of these for the Armed Forces during World War II. The 
Government paid nothing for the know-how we developed in compressing freon 
into charging bombs for refrigerator units. 

The second case is similarly illustrative. The constant effort of a first-line 
manufacturer to improve his products often has a surprising payoff—perhaps 
long delayed. Because of development work done in our lamp laboratories in 
the industrially quiet days of 1920, Westinghouse developed the know-how for 
eatracting pure uranium. As a result, the United States had the few pounds of 
pure uranium and a process for making more when the atom-bomb race began 
ata feverish pace in 1939. The original inquiry had been to find a better metal 
for incandescent lamps. That project ended in failure but the know-how re- 
mained, to the country’s great good fortune, for it brought the atomic energy 
program to fruition months earlier than would have been possible otherwise. 
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Many other instances could be cited to support the viewpoint that the Gov. 
ernment is receiving benefits from expenditures made over the years for gen. 
eral product development and, while it might not receive benefits currently 
from current expenditures, the thesis becomes a reasonable one that government 
contracts should share their portion of current development costs if such con- 
form to a consistent general product development program. 


Advertising Costs 


In my opinion, industry and the advertising group have not done a very 
good job of getting Government's acceptance of advertising as a necessary busi- 
ness expense. In these comments, I am thinking of advertising primarily as it 
applies to the manufacturing industry. Advertising, except for a small incre 
ment involving advertisements in technical journals and trade papers, is not al- 
lowable under CPFF contracts. Efforts have been made on the part of contract. 
ing officers to negotiate advertising out of negotiated fixed price contracts, and 
with some success. 

About the most effective arguments we have put to Government to gain 
acceptance of advertising costs are: 


1. During an emergency, advertising is keep the company name in front of the 
used by industry to sell war or defense consuming public, even though it has 
bonds. no products for them to consume, ot 

2. It is necessary to continue to advertise else the company may be in bad straits 
during an emergency period in order to after the emergency is over. 


Yet these are not sound arguments. It is a patriotic duty to sell government 
bonds during an emergency. As for the second point, it must not be implied 
that the Government should contribute financially to the post-emergency wel- 
fare of an industrial enterprise. It is better to make it clear that advertising is 
a necessary business expense because of what it has done in developing volume 
so that large industrial plants, fully manned with trained personnel and substan- 
tially equipped with facilities, know-how and the many requirements necessary 
to make a factory run, can be switched, at a moment's notice, from making 
refrigerators to making guns or other war materials. 

If the Government had to start from scratch to build these plants and man 
them, it would pay billions to get them and, what is more tragic, it would be 
too late. The charge to Government for its share of advertising costs, whidi 
are in themselves so necessary in creating these plants and facilities in peacetime 
and keeping them running, is so small that I am amazed that there should be any 
argument about it at all. As with the problem of general product development, 
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the Government should pay its share of advertising costs when such are part of 
a consistent advertising program. 


Status of Accelerated Amortization as a Contract Cost 


Another topic in the controversial area is the question of allowability of 
amortization as a cost for establishing prices on government contracts. The 
Revenue Act of 1950 provided a means for contractors to conserve cash for the 
creation of facilities for use in defense production. This was to be accomplished 
by the issuance of certificates of necessity under which all or a portion of such 
facilities could be amortized for tax purposes during the first five-year period 
of their use. Such amortization is limited by the percentage established in the 
certificate as representing the proportionate use of the facilities applicable dur- 
ing such five-year period. 

Many contractors had erected defense facilities under certificates of neces- 
sity and many more were in the process of constructing them when the Depart- 
ment of Defense stated that such amortization would not be allowed as cost in 
establishing prices on government contracts. This policy created something of 
a furor within industry. As a result the matter was referred to Director of De- 
fense Mobilization, C. E. Wilson, who issued Defense Mobilization Order 
Number 11 on August 14, 1951 which, among other things, stated: 

“For the purposes of cost computations in negotiated contract pricing, accelerated 

amortization shall be allowed only to the extent that the percentage certified is 


on an estimate of post five-year period usefulness. Percentages of amortization at- 
tributable to other incentives shall not be included as an element of cost in contract 


P ici g.” 


DMO No. 11 also provided that the Defense Production Administration 
“shall immediately undertake a review of those tax amortization actions” which, 
under the policy statement, will affect negotiated contract pricing, with a view 
to determining the part of percentages which should be considered with respect 
to certificates already granted. 

The defense production administrator then appointed the so-called Desmond 
Committee to make this review and to offer recommendations for general policy 
guidance on the subject. It may be that the final ruling in the matter will limit 
illowability of accelerated amortization for negotiated contract pricing to the 
percentage certified. If so, depreciation on the portion of the facility not certified 
vill not be allowed until the expiration of the five-year period. This assump- 
tion is on the basis of the best information available at the time this article 
goes to press. As this item has been highly controversial within the Depart- 
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ment of Defense, the ‘nal directive, which is expected shortly, may vary some 
what from the statement herein made. 


Contract Termination Under ASPR Section Vill 


Contract terminations rules have been released as Section VIII of the Armed 
Services Procurement Regulation. The regulations generally provide that the 
rules apply to contracts executed on and after March 1, 1952. However, ther 
seems to be some credence to the possibility of amending contracts executed 
prior to March 1, 1952 so as to apply ASPR, Section VIII if such is desirable, 

The basic objective is to make a fair and prompt settlement with the con 
tractor to compensate for the work done. The section expresses the belief that 
this can be done most effectively by negotiated agreement. 

There are seven parts, having titles as follows: 


1. Introduction, Contracts. 

2. Definitions of Terms. 5. Settlement of Contracts Terminated for 
3. Termination for Convenience. Convenience. 

4. General Principles Applicable to the 6 Termination Inventory. 


Settlement of Terminated Fixed-Price 7. Forms. 


As to scope, the section establishes uniform policies relating to termination 
of contracts of the Army, Navy, and Air Force entered into under the Armed 
Services Procurement Act of 1947. It excludes from its scope cancellations of 
fixed-price contracts for default of the contractor and throws such terminations 
onto the default clause of the contract itself. 

The contracting officer's authority to terminate and agree on a settlement is 
derived from the termination clause which must be included in the contract if 
the Government wants to reserve the right to cancel. Upon receipt of termine 
tion notice, the prime contractor is obligated to: 


a. Stop work and discontinue placing pur- d. Take necessary action to protect gover» 


chase orders. ment property. 
b. Continue to perform any continued por- ¢. Proceed with settlements of subcontract, 
tion. preparation of own settlement propos! 
c. Terminate subcontracts and purchase and disposition of termination inventory 
orders. as directed by the contracting office, 


ASPR Section VIII contains general standards for use of cost principles, with 
the objective of compensating the contractor fairly and with a reasonable prolt 
The profit allowance is to be limited to a profit on the work done before tem 
nation. No profit will be allowed on post-termination costs. Business judgment 
is advocated as distinct from strict accounting principles. Cost and accounting 
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data provide guides for ascertaining fair compensation but are not rigid meas- 
ures of it. The cost principles are intended to be reasonable and generally 
accepted. 

Materials must be properly allocable both as to quantity and type. If reason- 
ably usable on other work of the contractor without loss, they are not to be con- 
sidered in the claim. Direct labor incurred on terminated contracts at actual or 
average rates paid will include bonuses, pensions, and shift differentials. Other 
direct and indirect costs, to the extent properly allocable, are generally admis- 
sible except: 


1. Bad debts. 8. Expenses due to negligent or willful 
2. Commissions and bonuses to the extent failure to discontinue operations 

covered by the covenant against con- promptly. 

tingent fees. 9. Certain legal, accounting, and consult- 
3. Contingency reserves. ing services. 
4. Contributions and donations (These are '0. Losses on sales or exchanges of capital 

considered to be disbursements out of assets. 

the profits belonging to the stockhold- 11. Losses on other contracts. 

* ers.) 12. Maintenance, depreciation, etc., inci- 
5. Conversion of contractor's facilities to dental to excess facilities. 

other uses. 13. Excess materials and services purchased 
6. Dividends paid. 14. Taxes and expenses of financing, re- 
7. Entertainment expenses. financing, or refunding operations. 


The criteria for a fair profit allowance are to be: (1) those agreed upon in 
the original negotiations, (2) what the contractor would have earned had the 
contract been completed and (3) what the contractor agreed to accept if the 
contract was terminated. Completed articles are to be inspected, accepted and 
paid for if they do not represent an unreasonable anticipation of the produc- 
tion schedule. 

Settlement proposals covering all elements of the contractor's claim and set 
forth in reasonable detail are to be submitted not later than two years after the 
effective date of termination. Actual, standard, or average costs may be used if 
determined by generally recognized accounting principles consistently followed 
by the contractor. In the absence of such costs, estimated costs may be submitted, 
if reasonable and having approval of the contracting officer. CPFF terminations 
are governed by more elaborate procedures in which the General Accounting 
Office figures. A reduction in the amount of the fee must be negotiated. Settle- 
ment proposals, both fixed-price and CPFF, are referred to the audit agency of 
the department concerned, or the cognizant audit agency, for examination and 
recommendation. 

Subcontract settlements amounting to $25,000 or more are likewise to be 
submitted to the audit agency. 
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Every proposed settlement amounting to $25,000 will, before its approval 
by the contracting officer, be submitted to a settlement review board appointed 
by the head of each procuring agency. The boards consist of three officers or 
civilians employed by the department concerned, one a lawyer, one an account. 
ant, one probably an engineer. Settlement proposals from $25,000 to $500,000 
go to a board at the procurement office level, higher claims to a board at the 
head of the procuring activity level. 

In my opinion, the regulations under Section VIII of ASPR will be satisfac. 
tory, provided the organizing for termination, on the part of both contractors 
and Government, keeps pace with the termination problems it develops. In- 
dustry would no doubt feel more secure in this respect if it had legislation such 
as the Contract Settlement Act of 1944 to support it. A simple amendment of 
that Act, making it applicable to contracts entered into under the Armed Sery- 
ices Procurement Act of 1947, would do the trick. Apparently that is too much 
to hope for since it would, unless further amended, make settlements negotiated 
in good faith final, i.e., beyond reopening by the Comptroller General. 


Statutory Renegotiation Today 


The last phase of the cycle in government contracting is statutory renego- 
tiation. Many companies are still trying to close renegotiation proceedings for 
the years 1948, 1949, and 1950, under the 1948 Act and have not worried a 
great deal about the Renegotiation Act of 1951. For such companies, it is sug- 
gested that they familiarize themselves with the new act as quickly as possible. 
In some respects, it is quite different from the 1948 Act from an administrative 
standpoint. 

The 1948 Act was predicated on selective contracts, initially on contracts for 
aircraft and aircraft parts which obligated funds from certain specific Govern- 
ment appropriations. As of July 1, 1949, its base was broadened to include all 
negotiated contracts over $1,000 executed on and after July 1, 1949, with the 
Departments of the Army, the Navy, and the Air Force. The administration of 
the 1948 Act was the responsibility of the Secretary of Defense and he had the 
authority to promulgate the regulations under it and to issue exemptions where 
appropriate. 

The Renegotiation Act of 1951, on the other hand, subjects to the provisions 
of the act all income received or accrued after January 1, 1951, from all prime 
contracts and related subcontracts, regardless of amount or the date on which 
executed, with: 
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Department of Defense. Canal Zone Government. 
Department of the Army. Panama Canal Company. 


Department of the Navy. Housing and Home Finance Agency. 
Department of the Air Force. Al uch other agencies of the Govern- 
Department of Commerce. ment exercising functions having a direct 
General Services Administration. and immediate connection with the na- 
Atomic Energy Commission. tional defense as the President shall des- 
Reconstruction Finance Corporation. ignate. 


Under the authority of the last provision listed above, the President has 
issued three Executive Orders, as follows: 


|. Executive Order 10260, issued June 27, adds: 
1951, effective July |, 1951, adds: Defense Materials Procurement Agency. 
Federal Civil Defense Administration. Bureau of Mines. 
National Advisory Committee for United States Geological Survey. 
Aeronautics. F 3. Executive Order 10299, issued October 
Tennesse Valley Authority. 31, 1951, effective November |, 1951, 


United States Coast Guard. adds: 
2. Executive Order 10294, issued Septem- Bonneville Power Administration. 

ber 28, 1951, effective October |, 1951, 

. A msjor change represented by the 1951 Act is in the Renegotiation Board 
itself. The Secretary of Defense established and appointed the Military Re- 
negotiation Policy and Review Board under the 1948 Act. The Renegotiation 
Act of 1951 establishes a five-man Renegotiation Board to be appointed by 
the President with the consent of the Senate. (To this board has been trans- 
ferred authority under the 1948 Act also). The Secretaries of the Army, the 
Navy, and the Air Force, and the Administration of the General: Services Admin- 
istration each recommend to the President one person from civilian life to serve 
as a member of the Board. 

Although the Renegotiation Act was effective January 1, 1951, the Re- 
negotiation Board (that is, four of the five members of it) were not nominated 
until August and not confirmed until October. The fifth member was recently 
appointed but at this writing, has not been confirmed by the Senate. Their first 
official acts started in November of 1951 and since then several regulations 
have been issued, one extending the filing date for contractors on a fiscal year 
basis, the second and third—dated November 27, 1951—authorizing exemp- 
tion of standard stock items and outlining a guide to determination as to what 
income is subject to renegotiation. However, the proposed regulations were 
published in the Federal Register on January 10, 1952. The formal Regula- 
tions applicable to the Renegotiation Act of 1951 were dated March 21, 1952 
and were published in the Federal Register on March 25, 1952. 

The statute includes certain mandatory exemptions, a partial mandatory 
exemption on new durable productive equipment, and certain permissive ex- 
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emptions. One of the mandatory exemptions covers “contracts that do no 
have a direct and immediate connection with the national defense.” 

Some of the exemptions (which the board determines) may become rather 
important. Many companies sell to the General Services Administration. This 
agency is one of those with respect to which contracts are subject to the ac. 
However, the regulation eliminates from renegotiation contracts of the General 
Services Administration for materials which are delivered directly to an agenc 
of the Government not covered by the act. Another important exemption in 
volves “Contracts for other Persons or Agencies.” Contracts, to the extent that 
they obligate funds of another agency of the Government, other than a depart- 
ment subject to the act, or to the extent that the Contracting Department is to be 
reimbursed by such agency or other persons, are exempt from renegotiation. 
For example, a contract with the U.S. Army Signal Corps for a radio trans 
mitter for the “Voice of America” would be exempt under this regulation. The 
funds obligated are those allocated to the “Voice of America” by the State De 
partment, which is Department exempt from renegotiation. 

Under the permissive exemptions one of the most important is the “stock ex- 
emption,” which has been mentioned. This includes materials—among them 
maintenance, repair, and operating supplies—customarily purchased for stock 
Special materials for a specific renegotiable contract or contracts cannot be 
exempted even though they are routed through a stock account. 

Contracts for which the period of performance is less than thirty days and 
which are not over $1000 are exempt. This is an important item to companies 
which sell from stock. 

The real additional difficulty is in the partial mandatory exemption for new 
durable productive equipment. Subcontracts for these items, when their ultt 
mate ownership is not with the Government, are subject to the act if the equip 
ment is to be used in defense production and in the proportion that five yeats 
bears to the useful life of the equipment as set forth in Bulletin F of the Bureau 
of Internal Revenue. A pertinent quotation from Subpart 1454.5 of the regu 
lations, entitled “Components of New Durable Productive Equipment”, follows: 
“In order for a subcontract to qualify as a subcontract for new durable productive 
equipment, it is immaterial whether the equipment is used directly in the processing 


of an end product or of an article incorporated therein, or is incorporated in another 
item of such equipment.” 


The Partial Exemption 


Methods for segregating renegotiable and non-renegotiable business have 
perhaps had the most attention in writings on renegotiation, but this pattial 
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exemption of new durable equipment introduces a new angle. The regulations 
state: 

“Assume that a seller, employing the accrual method of accounting, delivers during 

its fiscal year $500,000 worth of new durable productive equipment having an average 


useful life of ten years, to a purchaser who manufactures both combat cars for military 
use and trucks for civilian use. 


“(i) If the purchaser advises the seller that the equipment will be used entirely 
in the manufacture of combat cars, the seller’s renegotiable accruals amount to 5/10ths 
of $500,000, or $250,000. 

“(ii) If the purchaser advises the seller that the equipment will be used entirely 
in the manufacture of trucks for civilian use, the seller's renegotiable accruals are nil 
since its contract of sale with the purchaser did not constitute a subcontract within 
the meaning of section 103(g) of the act, even though for new durable productive 
equipment. 

“(iii) If, at the time of the delivery, the purchaser does not know the use to 
which the equipment will be put, but subsequently advises the seller that half of 
the equipment has been used exclusively in the manufacture of combat cars and half 
exclusively in the manufacture of trucks for civiilan use, the seller's renegotiable 
accruals are 5/10th of 50 per cent of $500,000, or $125,000. 

“(iv) If the purchaser advises the seller that the entire equipment will be used 50 
‘per cent of the time in the manufacture of combat cars and 50 per cent of the time 
in the manufacture of trucks for civilian use, the seller’s renegotiable accruals are 
5/10th of $500,000 or $250,000. The fact that the equipment was used in the per- 
formance of nori-renegotiable contracts as well as renegotiable contracts does not 
effect the renegotiability of the sales thereof.” 


The last example is signficant. It throws into the hopper of renegotiation 
practically all sales of equipment to substantially all manufacturers, and further 
denies the ““Percentage-of-use” factor to subcontractors furnishing new produc- 
tive equipment while such factor is allowed to subcontractors furnishing com- 
ponents of end products. To this extent, the partial mandatory exemption, 
which was intended by the Act to be a relief, now, by rather arbitrary interpre- 
tation of the Board, becomes a penalty. Under the regulation as cited, all sales 
of new durable productive equipment to a manufacturer are subject to ‘re- 
negotiation—as modified by the partial mandatory exemption formula—if the 
purchaser uses it one tenth of one per cent on defense work and ninety-nine 
and nine tenths per cent on commercial work. 


Other Renegotiation Problems 


As to the allowability of costs for renegotiations, contractors receive some- 
thing of a “break” as compared with the regulations under the 1948 Act. 
Advertising is allocable to subcontracts which involve products substantially 
the same as those sold in the subcontractor’s normal commercial business. Also, 
where it can be demonstrated that the prime or subcontractor engaged in re- 
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negotiable business to the detriment of its normal business, advertising expeng 
which the board deems properly attributable to the effort of the prime or sub 
contractor to forestall loss of competitive position, may be allocable. In my 
opinion, this “loss of competitive position” philosophy is basically wrong. As 
I have previously stated in connection with defense contract costs generally, 
it will be very difficult, if not impossible, to determine, let alone support, relief 
under this provision. Advertising should be allowed on the basis of what it 
has accomplished and the current benefits should be offset by current expendi- 
tures—not on a nebulous theory as to what it will avoid. 

Another important cost allowance is the cost of converting facilities to te 
negotiable business. To the extent that this does not represent capital expenditure 
and is deductible for Federal income tax purposes, it will be allowed in re. 
negotiation. 


Conclusion 


Although, in the course of this paper, it has been possible to “come down 
hard” on a few points, the broad area of contract costing, with its important 
preliminaries of cost estimating and negotiation and its equally important sequels 
of settlement and renegotiation, is far beyond the presentation potential of 
a single article. Hence, the material here offered is a survey of significant 
problems, a partial record of experience, and a result of reflections as to the 
relative importance of various cost matters in defense contracting. It should 
be “grist to the mill” of any industrial accountant whose company has defense 
contracts and faces the problems which inevitably go with them. These prob 
lems require care, foresight and fairness in their solution, as well as technial 
skill. 
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Construction Cost Control for Defense Facilities 
by LAURENCE D. LUEY 


Comptroller, Connors Steel Company, Division of H. K. Porter Company, Inc., Birmingham, Ala. 


Both market research and cash forecasts preceded the facilities enlarge- 
ment program for which the accounting procedure is here described. 
The program also involved the securing of certificates of necessity 
from the government. The accounting records adapted to provide for 
control of the program follow the conventional pattern of project de- 
tail but are carefully tailored to meet the requirements of construction 
contract administration and the later incorporation of completed units 
into operating plant. 


ed EXPANSION has probably been going on in this world ever since the 
first plant was built. According to the U.S. Department of Commerce, there 
has been no interruption in expenditures for new manufacturing plants and 
equipment in this country since 1915, and probably not for many years prior. 
Even in 1932, the low year of the depression, 574 million dollars were spent in 
the United States for this purpose. The high in the 1920 decade was in the 
year 1920, at a rate of a little over three billion dollars. The figure for 1941 was 
about five billion dollars. The Department of Commerce does not say what 
happened during World War II. However, in 1945 expenditures for new 
plants and equipment mounted to five and one-half billion dollars, in 1946, 
twelve billion, and it has climbed to an estimated twenty-five billion in 1951. 


A Case Study 


Inasmuch as plant expansion has been taking place since time immemorial, it 
is obvious that related accounting methods must have been developed long be- 
fore individuals now engaged in industrial accounting came on the scene. How- 
ever, since this extensive background is not readily accessible, this paper is going 
to be confined to a description of the methods used at the Connors Steel Com- 
pany, rather than an attempt to cover the general theory and practice of account- 
ing for plant expansion. In other words, this is a case study intended to be 
serviceable for comparison with methods now pursued by other companies. 

It will clarify the story to describe the type of business engaged in by the 
Connors Steel Company, Division of H. K. Porter Company, Inc. The entire 
manufacturing facilities of Connors are located in Birmingham, where approxi- 
mately five hundred men are employed. The products may be broadly classified 
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as concrete reinforcing bars, light merchant sections (which include highway 
sign posts, fence posts, bed angles, bolt stock and various special sections), and 
hot rolled strip products such as barrel hoops, cotton ties, and box strapping. 


History of Plant Growth—and the Current Plan 


Up to 1939, the most important changes in the company’s plant were made 
during the middle of the 1920’s when it converted a mill into one for slitting 
and re-rolling rails to make concrete reinforcing bars and merchant bars. Rails 
for re-rolling are worn but otherwise flawless rails which have been removed 
from service by the railroads. Rails with flaws of any consequence are scrapped 
and remelted. After the development of the rail steel process, the company was 
able to use either billet steel or rail steel for its raw material, depending upon 
the specifications of the finished product. There were no other major changes 
in the company’s equipment from that time until 1939 when an electric furnag 
was installed to give an independent supply of billets. An additional electric 
furnace was installed in 1942. 

Since 1942, some of the finishing operations have been expanded, such as the 
concrete reinforcing bar fabricating department and the department for process 
ing merchant sections. These various additions to the company’s plant and 
equipment were practically all in the form of installations made by its own 
mechanical and electrical service departments. Only a small amount of cm 
struction was performed by outside contractors. Consequently, our accounting 
procedure for new facility projects was designed principally for recording costs 
of installations made by our own force. 

During the past year, on the other hand, the company started an expansion 
program of its basic facilities. The investment in new buildings and equipment 
will be relatively substantial and will permit an increase in output of about 
thirty per cent. This expansion involves work by an outside contractor, as well 
as by our own service departments. It is the accounting for this particular & 
pansion program with which we are concerned here. 

It would be well to go into some of the background leading up to the decision 
to expand, because accounting analyses were involved at various stages, Tht 
basic objective, of course, was increased profits. The accomplishment of this 
objective plainly called for additional operating facilities in order to meet and 
to anticipate the growing needs of our market area. These facilities would e& 
able us to improve quality, reduce production costs, expand the range of prot 
ucts produced and increase the overall output of the plant. 
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The major physical factors considered were: 


|. The elimination or reduction of partial 3. Facilities for producing larger sections 


idle mill time on one of the mills. and handling larger billets and rails. 

2. The increase in mill production rates 4. Increased ingot production facilities to 
where the heating furnace was the limit- supply increased mill requirements. 
ing factor. 

Looking Into the Future ul 


The management of the company has been conducting extensive surveys of 
these matters since the middle 1940's. These involved market research to de- 
termine potential demand for products and their exact specifications, research on 
methods of manufacture, and the determination of the required production 
equipment. Also involved were cost estimates of installations, as well as esti- 
mates of production costs and profits as various proposals were forthcoming. 

Another factor for management consideration in connection with a sizeable 
expansion program is how to finance the cost. This involved a cash forecast. 
The method of making the cash forecast was to develop an estimated balance 
sheet for December 31, 1951 and for December 31, 1952. A balance sheet con- 
tains a good index of the items to be estimated. All items except the cash bal- 
ance were estimated and then the equation was solved for the amount of cash. 

There were problems in such a forecast which went beyond our usual cash 
forecast. It was necessary to have a time schedule (later commented upon more 
fully) of the progress of construction and equipment procurement in order to 
lay out a schedule of related cash requirements. It was also necessary to take 
into consideration the additional cash which would be needed for working cap- 
ital after the construction and installation of the new plant was completed. In 
other words, it was not only necessary to see that we could pay for the new 
equipment but also to see that we had enough left over to operate it, Our esti- 
mate of working capital requirements after completion of the expansion was, of 
course, based on an anticipated level of sales. Higher sales immediately require 
a larger investment in receivables and a larger investment in inventories to sus- 
tain the operation. 

This matter of working capital is of considerable importance in a large under- 
taking. More than one company has expanded itself into failure because the 
item of working capital needed after a big expansion program, was minimized 
or overlooked. Even though we had reached the point at which we had deter- 
mined what additional plant and equipment was called for and had determined 
its possible effect on earnings and our ability to finance the program on a sound 
basis, highly inflated equipment and construction costs were a retarding influ- 
ence, to say the least. 
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Sales and net income are, of course, among the items needed to bridge the 
gap between one ‘orecast balance sheet and the next. In making the forecast of 
net income, the effect of current inflated costs and possible further increases in 
both construction and operating costs had to be carefully evaluated. It was 
necessary to keep in mind one vital requirement. Reduced production costs 
from 'mproved efficiency and increased volume had to be great enough to offset 
incres ed charges for depreciation due to high cost equipment and to offset them 
by a sufficient margin to earn a reasonable return on the investment. 


Necessity Certificates, A Contract, and Three Objectives 
During 1949 and 1950 there had been growing agitation in official Washing. 


ton for an increase in the country’s steel capacity. This ultimately resulted in § 


“inducements in the form of necessity certificates to the steel industry and other 

industries, the operations of which were considered essential to a national de 
fense program. The necessity certificate provides for a five-year amortization 
period of a portion of the cost of new facilities which are certified necessary for 
defense purposes, the amortization being a deductible expense in computing 
taxable net income. 

As a result of the surveys and analyses which Connors has made, it was 
finally decided to proceed with the improvement and expansion of its plant 
facilities. Accordingly, the company applied for and was granted a necessity 
certificate which allowed a sixty-month amortization period for seventy-five pet 
cent of the amount certified, with the balance to be depreciated at normal rates, 
A contract was entered into with an engineering company for all of the com 
struction and most of the installation, on a cost-plus-a-fixed-fee basis. 

The provisions of this agreement spelled out in detail the kinds of direct costs 
for which the contractor was to be reimbursed. This gave us a guide for th 
approval of his invoices during the progress of the work. However, after enter 
ing into the general contract referred to, it became necessary to fit together the 
contractor's process of reporting costs to us and our project accounting proces. 
This had to be done in such a way that we would end up with the required it 
formation for our property accounting records, for control of the contract and 
for our necessity certificate. In order to do this, we had to determine what i 
formation would be required for each of these objectives. 


Adapting Construction Accounting to New Requirements 


First, it may be well to note the procedure we had been following. Connos 
has had for some years, a formal process which we call “Accounting ft 
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Projects.” In general, accounting for the expansion program is being handled 
recast of by this method. Briefly, when a project has been initiated and a description and 





































reases in cost estimate prepared, it is presented to the president for approval, who, in 
Tt was turn, seeks approval of the board of directors, when necessary. ! 
on costs After approval, the project is assigned a code number. The storekeeper | 
to offset charges all material used to this number and the foremen report all labor time 1 
‘set them on the project against this code. Forms for the accumulation of all material, 
| 


labor and applicable burden items, if any, are set up for each project. The 
project total is controlled by three general ledger accounts for projects in process, 
ie, material, labor, and burden accounts. When the project is completed, the 
total cost is transferred to the asset account and depreciation or amortization is 
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washing sartd. 

ee As for our greater responsibilities under the new program, we needed to ac- 

“ “ cumulate costs in such a way that we would know the total cost of each build- 
= . ing and the installed cost of each item of equipment. The itemized record of rf 
ee our investment in machinery and equipment would be used for such things as 5 
ae 7 an insurance record, depreciation and amortization schedules, and departmental f 
a dassification of investment, depreciation, and amortization. 
2a Secondly, the property records had to be so detailed that the items could be ’ 


its plant grouped to correspond with the arrangement in our original engineering estimate. : 
This estimate was in the same form as our application for the necessity certifi- 


pe cate and was the basis on which the expansion program had beén approved by : 
i ae the president and the board of directors. In some cases, the items in the ap- ; 
the all proved engineering estimate covered what would be a number of items in the ; 

property ledger. 
srect Gl In the third place, it was necessary to provide detailed data for following a 
efor the costs during construction. A further subdivision of the classifications required q 
nee eal for the property ledger and authorized project gave us the analysis needed for ’ 
ether the this purpose and for making comparisons with the details in the contractor's : 
2 proces estimates. 7 


= ATs 


quired ia As the basic procedure required, the costs for each building and piece of 
ntract and equipment were accumulated by code numbers. Since these costs were to come ‘ 
» what © in from both the contractor and our own men, who would be doing work on the i 

job, it was decided to adopt the same reporting code numbers as used by the i 
contractor. Doing so created no problem in differentiating between reporting { 
by the contractor and our reporting of like transactions, because we each used | 
our own forms. 






The contractor used much the same code numbers for each of his contracts. 
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rome 74 am 1840 THe Rust ENGINEERING ComMPANY BUDGET PAGE #1 

ownen, CONNORS STEEL COMPANY Deewiptin «STEBL MILL EXPANSION Bee ment 2 

lemtin = BIRMINGHAL, ALABAMA Dew FEBRUARY 27, 1951 Priced By Checked By 

WORK ORDER NUMBER 10 COVERING NEW RAIL & BILLET HEATING FURNACE 
REVISION FOR BUDGET ~- MAY 21, 1952 
— Tews loves jmaramas cost |} Lason cost TOTAL cost GROUP cost 
10A}100 Clear Fite eat. - 250 259 
10A | 300 Excavation 200 > = [3.00 ° 600 600 
10A |} 302 Pinegrade 900 s.f. | = .03 e 27 27 
10a | 30h Backfill 100 o.y. 2.00 . 200 200 
10A | 1400 Concrete 80 ony. | = [&.00 . 320 320 
10A | 1401 Concrete 60 e.y. | 9.60) = 768 - 768 
10A | 1500 Finish, Concrete 2000 s.f. | = | 210 7 100 100 
10A |} 1501 Finish , Mat‘ls, 1000 s.f. | 201} - 10 e 20 
10A | 1800 Cone. Forms an2eeo a.f. - 40 - 1000 1000 
10a | 1801 Cone, Forms, Material@>° s.f, | .20| « 500 - S00 
10A | 1900 Reinf 5 tons | = $0.00 ‘0 250 
— es 
™~ es 
10A | 6901 Wiring, Control & Motors est./ S.Ci - 1500 - 1500 
‘ atin Subtotal r 632 27207 = FObkS 
ec s 
Tos] Move & t Equipment 12008 2d oa 03 - 360 360 
10B | 6901 Wiring, Control & Motors pe i= e 
; Scent 4 sist Tm 
c Gg r (Us 
106] 100 Clear Site eat.) = jest. - 100 100 
106 | 300 © Excavation 23 0.7} = /3.00 - 69 69 
10¢ | 302 Pinegrade 208 s.f, = | .03 - 6 6 
10C | 30h Backfil1 8 c.yp = [2-00 - 16 16 
10C | 1400 Concrete 50 ey) = [2-00 - 100 100 
10C | 1401 Concrete Mat'ls. SO ¢.7, 9.60) = 480 - 480 
10¢ | 1500 Concrete Pinish 208 s.f, - 210 - 2 21 
loc | 1501 Mat'ls. 208 s.f, .01/ - 2 ° 2 
100 | 1800 Cone. Forms S32 a.fh = | ko - 223 23 
1oc | 1801 " Mat'le. $32 s.f, .20 106 - 106 
10C | 1900 Reinf, Steel 28T = $0.00 ° 125 
10¢ | 2900 Anchor Bolts 25 pes} = |1.00 © 2s 25 
10c | 2902 ad Mat'ls. 25 pespl.00/ = 2s - 25 
100 | 6600 Move & Reerect Equipt,60000 ibe, = 202 - 1200 1200 
10¢ | 6901 Wiring, Control & Hotere 2 pe. S.C./ - 800 - oe 
total « y3 1875 3268 
D_| Billet Changing Conveyor & ong 
10D/ 100 Clear Site & Shear Removal ®8t.| <= | est, a 500 500 
10D/} 300 Excavation 10 ¢.yp = | 3.00 ° 30 30 
10D/ 302 Pinegrade 72 s.f, = 203 - 3 3 
10D} 30h Backfill 2 o-¥p = | 2.00 - 4 4 
10D | 1200 Temporary Skids est.) = 600.00 - 600 600 
10D | 1201 " " Mat'ls. est./1000 |} - 1000 - 1000 
10D; 1202 Erect Temporary Charging est., - - - - - 
10D | 1203 Procure (Connors) - - - - 7 
10D | 1400 Concrete 15 ¢.y, = | &.00 - 60 60 
10D pa} " Mat'ls, 15 c.ye 960 = STAN . us 
10D Finish, Céne. 60 ok = | .10 - 6 6 
10D | 1501 Mat' ls, 60 s.f, .02 1 - 1 
Carry Forward, Work Order 10-D 3 2 
roTras 
EXHIBIT 1 


Consequently, his men were familiar with them. Any orderly numbering system 
was agreeable to us. It was only necessary to provide a slight change in further 
detailing his codes to give us all the separate items we needed. For example 
the contractor wished to charge all building construction to one code group 
When he got through, we would know total construction cost but not the ct 
of each building. This was likewise his procedure for foundations. It is a vey 
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practical procedure from the contractor's point of view because he would pour 
foundations for several machines in more than one building in the same day. 
However, by the use of engineering estimates and on-the-job observation of man- 
hour usage, the contractor agreed that he would be able to give us the building 
and machinery foundation break-down we required for our property records. 


Detail Required for Project Cost Control 


An example of the detail in which the cost estimate or budget was prepared 
for one of the new reheating furnaces is afforded by the cost sheet on part of 
that item, shown in Exhibit 1. It will be noted that the costs are classified as 
furnace proper, billet ejector, furnace pusher, and billet charging conveyor and 
sid. The items under each group were selected by the contractor as the cost 
dements necessary for making his estimate and for control purposes. It will be 
observed that, where applicable, the number of units and the unit prices are 
shown. For each item and for each cost group, such as the furnace proper, the 
cost is shown separately for material, labor and total. In most cases, for items 
which consist of both material and labor, a separate code is used for each item. 
Thus 10A-1800, is the code for labor on concrete forms and 10A-1801 is for 
materials for concrete forms. 

Although the sheet used as an illustration is only one of several sheets of de- 
tails required by the contractor to meet his needs for estimating and controlling 
construction costs for the entire project, it is necessary, in most cases, for the 
property records, to have only the total cost of each subgroup of items. Like- 
wise, for comparison with the approved engineering estimate or necessity certi- 
ficate, only the total cost of the entire heating furnace and the total cost of each 
of the other main installations was needed. However, the detailed cost informa- 
tion is valuable in tracing the causes of variances from estimates. 1t will also be 
valuable in the future when repairing, replacing or enlarging the facilities and 
for revaluing them for insurance or other purposes. 

We set up a subsidiary project ledger card for each of the detailed items listed 
on the contractor’s estimate. The ledger cards were posted by machine. An 
index of reference numbers was prepared in order that the items posted to the 
cards could be readily analyzed. Reference numbers were assigned to each 
vendor from whom we purchased material direct, i.e., not through the con- 
tractor. The contractor has certain expense items which he calls general over- 
head. In determining the completed cost of each installation, this overhead is 
ipplied in the proportion that the installation’s material and labor cost bears to 
the total material and labor cost for the entire job. 
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An allowance was made, as a part of general overhead expense, for “expe- 
diting” and was a well-considered item for these times, as scheduling of the 
whole program was jeopardized time and again by the inability of equipment 
manufacturers to adhere to promised delivery dates. For example, the delay 
in delivery of a small but important component to the producer of a large item 
of equipment, such as the electric furnace, held up the schedule of the entire 
furnace installation. This component was an item to be purchased by the fur- 
nace manufacturer. In order to attempt to keep schedule from bogging down, 
we had to seek directive assistance through the Defense Expansion Division of 
the Defense Production Administration office in Washington. At times directives 
were not actually issued, but knowledge that one could be forthcoming was 
sufficient to reestablish promised delivery dates. 

Another overhead item, “material escalation,” is a sad but sure sign of our 
times. Construction is completed over a long period of time after cost estimates 
are prepared. Hence, the inclusion of an allowance for price increases adds 
reality to the overall estimates by permitting a closer approximation to the final 


actual cost. 


Procedure Manual and Progress Checks and Report 


After we had studied the provisions of the contract, reviewed the contractor's 
detailed estimates, and agreed on the reporting procedure, the contractor pre- 
pared and presented us with a procedure manual. It was a substantial help to 
find progressive accounting methods in the contracting business. Evidently 
accountants in manufacturing industries do not have a complete corner on the 
cost accounting market. When the manual was presented, we had a conference 
with the contractor and our accounting department and reviewed the manual, 
item by item. This conference resulted in a few changes which were promptly 
made by the contractor and all copies of our manual were amended accordingly. 
The amendment procedure in itself was noteworthy because manuals have a 
habit of getting out of date shortly after they are issued. 

A brief summary of the manual will provide some idea of its scope. It covers 
the approval of drawings and specifications of the various installations by our 
general manager, the contractor’s purchasing procedure and forms and disposi- 
tion of copies, subcontracting procedures and forms, procedure for the con- 
tractor's invoice to us backed up with vendors’ invoices, receiving reports, re- 
port on rented equipment and the record covering all of the various labor and 
salary costs. The manual consists of over thirty pages and is provided with a 
detailed table of contents. 
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It was comforting to know that the procedures were so carefully spelled out 
through use of the records and on-the-job observation of progress by our gen 
eral manager and by a representative of the accounting department, we believe 
we know what we are paying for as the contractor renders invoices. The work 
of the accounting department representative also includes general supervision of 








accounting. 
One of the most important steps in our control procedure in accounting for 
plant expansion is the monthly preparation of a report of the progress of the 
expansion program with respect to financial expenditures. This report consists 
of four schedules: 


Schedule of completed items, classified 
according to the page and item numbers 
of the approved engineer's estimate and 
necessity certificate—This report shows 
the amount estimated, the total actual 
cost of the items, and the variance from 
the estimate. 


. Schedule of items in process by Connors, 


not involving the contractor, classified by 
the page and item numbers of the ap- 
proved estimate—This report shows the 
amount estimated compared with actual 
expenditures to date, unexpended bal- 
ance and percentage of completion on 
a cost basis. 


. Plant expansion progress report of items 


involving the contractor—The contractor's 
cost estimates are grouped to compare 


. Summa 


with the items in our approved eng 
neer's estimate. Total actual expenditures 
to the end of the month are classified a 
to payments to contractor, discounts 
earned for the company on purchases by 
contractor, expenditures by the 

other than payments to contractor, ps 
total expenditures. The next colum 
shows unexpended balances based on the 
latest cost estimate by contractor, and 
percentage completion of each item on 
a cost basis. 

sheet—This combines the three 
other schedules in order to present totals 
for the entire expansion ‘am show. 
ing estimated cost, actua 
unexpended balance and percentage 
completion on a cost basis. 


Project Completion: The Property Record 


One of the problems which we have not yet solved satisfactorily is how to 
tell when a project or installation is completed. This sounds like an odd state 
ment but many others may also have had the experience of closing outs 
project and starting depreciation, only to have more charges come throughs 
month or two later. We are aiming at control of this situation through a at 
tificate from the works manager. The accounts, of course, must be adjusted for 
legitimate additional charges. We realize fully that we should avoid the ap 
italizing of any maintenance or repair costs and that we should transfer item 
to the capital account as early as possible in order to start depreciation and 
amortization. However, we also wish to take time to make sure that our prop 
erty records reflect accurately the total actual cost of the building or equipment 
covered. 

The form illustrated by Exhibit 2 was devised as a property ledger conta 
providing the summary information for our property accounting. All items 
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under the necessity certificate have been recorded on these sheets, using separate 
sheets for each department. This permits a departmental analysis of capital in- 
yesiment and of charges for depreciation and amortization. By using parallel 
vertical columns for the portion to be amortized and the portion to be depreci- 
ated, the investment, amortization, depreciation and unrecovered cost are all 
available on each item on the single schedule, by departments. The use of fly 
sheets makes the record continuous until amortization and depreciation have been 
completed, thus avoiding rewriting of the property description. 


Management Watches the Time Schedule 


Another report which we need periodically is one showing the schedule of 
completion of projects on a time basis, mentioned earlier in connection with 
the cash forecast. This is prepared for us by the contractor. The information 
regarding the time of completion of the program is of such vital importance that 
it is followed by the general manager daily. The formal report is prepared only 
petiodically but all the items affecting the time of completion are watched 
continuously. 

A oumber of reasons are behind this vigilance. There is a good demand 
for steel right now. How long it will last we do not know, although publicity 
has been given receritly to authoritative statements that supply will exceed demand 
some time in 1952. However, we do know that, since we are committed to 
having a larger plait, we would like some of that business before it becomes too 
hard to get. Also, capital tied up in uncompleted facilities is sterilized. The in- 
vestment in the facilities is not earning the expected profit and the funds, having 
been removed from working capital, are earning no return at all for the owners. 
Consequently, we wish to get into operation at the earliest possible moment 
and, hence, watch the time schedule closely. 

These reports, showing unexpended balances and schedule of completion 
times, provide some of the basic data for maintaining our cash forecasts as well 
as summary information for planning and controlling the physical installation. 
As such, they bring into focus for management the exact status of the expan- 


sion program which, of course, is the aim and objective of the accounting pro- 
cedures. 


Summary and Comment 


Accounting for plant expansion does not stop with the completion of instal- 
lations. Our departrnental budgets and burden rates must all be revised, as well 
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as all our product cost sheets. This has been done at the start on an estimate 
basis for planning purposes and forecasting, but it must be resolved to an actu 
basis. However, this requirement is a phase of accounting resulting from 
(rather than incident to) plant expansion and will not be given more than this 
brief mention here. 

Under the procedure narrated, our accounting department has supplied ma. 
agement with the cost and financial information necessary for making the ded. 
sion to expand and for the control of the expenditures. The detail in whid 
the installation of the facilities has been recorded will be very helpful in futur 
determination of replacement costs and resulting changes in depreciation charges 
In this accounting work, we reaped the benefits of the developments in account. 
ing in the construction industry stimulated by the unusually heavy expenditurs 
for plant and equipment during the past ten years. 

The rising level of income tax rates has restricted to smaller and smalle 
amounts the profits which can be retained in a business. This has magnified th 
importance of careful analyses and good judgment in the preparation of dat 
used for management decisions involving capital expenditures. 
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THE WORKSHOP 


Preparing Your Argument in Renegotiation 


by DAVID S. MOFFITT 


Controller, the Connecticut Hard Rubber Co., New Haven, Conn. 


Dealing concretely with the six well-known (but not always fully 
availed of) “statutory factors” —efficiency, reasonableness of costs and 
profits, capital employed, risk assumed, contribution to defense, and 
character of business—which the law directs the Renegotiation Board 
to consider in any determination of excessive profits, this article is 
built around a tabular breakdown of each factor into its principal 
components and designation of sources of information which should 


be brought to bear. 


HE ACCOUNTING ASPECTS OF RE- 

NEGOTIATION, particularly those of 
segregating sales arid allocating costs, 
have been well covered in recent arti- 
des. At the same time, too little has 
been written about the development of 
a favorable position for the contractor 
through the use of the factors spelled 
out in the renegotiation regulations. 

Since the determination of the ex- 
tent of excess profits earned by the con- 
tractor is not made by formula, the 
preparation and filing of the financial 
information required by the regula- 
tions is only a start in presenting the 
contractor's position. As renegotiation 
is understood and administered, it is 
settled on its own merits. Therefore, 
opportunity is given each contractor to 
present the special factors pertaining 
to his own situation. This opportunity 
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is provided in Section N of Form 
MRR 704, Contractor's Information 
and Worksheet, which is filed at the 
time the government begins renegotia- 
tion proceedings. 

Despite this opportunity, the major 
effort of many contractors entering 
into renegotiation has been the work 
of segregating sales, allocating costs 
and detailing the other required finan- 
cial information, while the develop- 
ment of special factors for particular 
consideration has been merely a hur- 
ried after-thought. In cases such as 
these, the excess profits determination, 
while seemingly fair, may have penal- 
ized companies deserving a better 
“break.” 

The objective of renegotiation is to 
bring about a refund to the govern- 
ment of profits considered excessive, 
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4. Description of production operation. 
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product and degree of skill and precision 
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either because of loose pricing or be- 
cause of the added volume of defense 
business which has brought lowered 
costs and higher profits. The financial 
data required is so arranged to disclose 
these excess profits. Hence the con- 
tractor’s statement of factors, should 
be a justification of the results he has 


achieved. 


Avoid the Last Minute Fact Hunt— 
and Get Better Results 


But, as one author has stated re- 
cently, Section N of the report is one 
of the most difficult sections to pre- 
pate. (G. E. Kauffman, “Preparing to 
Report for Renegotiation”, N.A.C.A. 
Bulletin, January 1952.) How, then, 
can a contractor overcome the diffi- 
culties involved in preparing Section 
N and get the most favorable consid- 
eration from the renegotiation division 
to which he is assigned? The first step 
should be a detailed study of the six 
factors which the renegotiation board 
is bound by law to recognize and of 
the amplification of these factors by 
the board in its regulations. 

The factors and some of the details 
for consideration are given in the first 
two columns of Exhibit 1. In order 
that no favorable argument be missed, 
the year’s operations should be con- 
sidered one by one in the light of the 
detailed information which the board 
will consider, with the thought in 
mind at all times of preparing a log- 
ical justification of the contractor's 
tarnings. Since the regulations require 
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that claims of a contractor for favor- 
able consideration be supported by 
established facts, analyses and appro- 
priate comparison, some thought must 
be given to the sources of information 
which can be used to prove that a 
contractor's profits are not excessive. 
As is suggested in the third column of 
Exhibit 1, a great deal of information 
is available in or can be developed 
from the regular accounting records. 

Some of the supporting data, on the 
other hand, although of at least pass- 
ing interest to the accounting depart- 
ment, is not accumulated in one place 
in the normal course of business. 
Rather than relying on a fact-hunt 
through all the files and correspond- 
ence of the company when renegotia- 
tion returns are being prepared, some 
contractors have started central renego- 
tiation files. There abstracts of con- 
tract clauses, subcontracts, purchase 
agreements, inspection and production 
records, and pertinent correspondence 
are kept. The practice of collecting 
renegotiation information throughout 
the year, instead of at one time as the 
filing date draws near, overcomes one 
of the difficulties of preparing Sec- 
tion N. 


Efficiency, Reasonableness of 
Results, Capital Employed 


Of all the factors to be considered 
in renegotiation, the efficiency of the 
contractor is probably the easiest to 
document from a cost accounting 
standpoint. Item by item, efficient re- 
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sults can be shown directly by sched- 
ules already prepared for management 
purposes. The contractor's case is fur- 
ther enhanced by facts from outside 
the company. Letters from the pur- 
chaser commending delivery perform- 
ance or consistent quality of the prod- 
uct are particularly valuable. If data 
can be developed on competitors’ costs, 
either singly or in groups, through 
study of financial reports or trade as- 
sociation reports, it should be included 
for favorable comparison. Great care 
should be taken at all steps not to 
neglect a good point just because it is 
very familiar to the company or even 
to the industry as a whole. 

To show the costs and profits are 
reasonable, some comparative base is 
needed. This can be the contractor's 
previous record with the Government, 
the record of the nonrenegotiable seg- 
ment of the contractor’s business. Most 
firms already have these comparative 
figures prepared for the use of man- 
agement in making alternative deci- 
sions. The argument to be developed 
here is that profits are a result of effi- 
cient management, are in line with 
what they should be, and are not pri- 
marily a result of government pro- 
curement. 

If the contractor has not relied upon 
the Government to furnish him with 
facilities or to underwrite his furnish- 
ing them, the fact should be clearly 
brought out because he is entitled to 
a greater return than a contractor who 
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has not supplied all of the assets need. 
ed for production. Furthermore, if the 
renegotiable segment of a contractor's 
business requires a relatively greater 
portion of his total assets, this fad 
should be logically shown to justify 
the return on renegotiable business in 
terms of capital employed. This should 
not be difficult to show, because most 
firms have already developed a satis. 
factory method of allocating their as 
sets to different segments of their busi- 
ness. 


Risk, Defense Contribution, 
Character of Business 

Probably the most iraportant factor 
in the determination of excess profits 
is that of the risk assumed by the 
contractor. In ordinary commercial 
business, manufacturers set their prices 
to allow for such risks as style changes, 
rising costs of labor and materials and 
competitive action. Some of these risks 
are eliminated by government procure 
ment, but additional ones are assumed. 
A contractor who accepts a fixed-price 
contract at a volume production ale 
is taking on the risk that the quantity 
to be delivered in any period may be 
cut back to an unprofitable volume or 
that the labor and material costs may 
upset his close pricing. On the other 
hand, a contractor working on a cost 
plus-fixed-fee contract assumes none 
of these risks. The soundness of this 
view has been substantiated by com 
tractors’ appeals to the U.S. Tax Court. 

All definitive contracts and subcom 
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tracts should be studied for other risks 
assumed on defense business, such as 
quality and delivery guarantees, price 
revision and rebate agreements, penalty 
dauses, and others, such as saturation 
of past emergency market and tem- 
porary sacrifice of civilian markets. 
Some risks are inherent in industry 
practice and contractors operating un- 
der such implied risks should take 
great pains to spell them out. The 
taking of considered risks is recognized 
as one of the tasks of management. 
For the purposes of renegotiation, 
every one of the risks taken should 
be carefully highlighted, showing 
wherever possible actual realization of 
losses in other years due to similar 
risks. 

Collecting complete details on the 
contribution of the contractor to the 
defense effort is hampered most, prob- 
ably, by the diversity of applicable in- 
formation. Patents and other results 
of research and development are usu- 
ally found in good documentary form, 
but informed technical assistance to 
government laboratories and other con- 
tractors is often difficult to track down 
and substantiate. Yet the contribution 
of the contractor in an informal way 
is of an extremely valuable nature. 
Technical assistance to other con- 
tractors, in some cases, may have con- 
siderable effect—possibly adverse—on 
the contractor’s future business, par- 
ticularly if it means sharing trade se- 
aets and “know how.” Every effort 
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extent of the contractor’s contribution, 
along the lines established by the re- 
negotiation board. 

The final factor for consideration is 
that of the character of the contractor’s 
business. This is not a catch-all, as 
might be assumed by its title, but an 
opportunity to develop for considera- 
tion, extent of subcontracting, particu- 
larly to small business concerns, and 
technical control over subcontractors, 
and extent to which government-fur- 
nished material is used. Clues to the 
character of the business may also be 
developed by ratios indicating rate of 
turnover of plant, inventory and work- 
ing capital. A high turnover, com- 
pared to contractors in allied fields, 
is usually indicative of the contractor's 
efficient management. 


Give An Integrated Picture 


As each factor is worked out on a 
detail-by-detail basis, it becomes ob- 
vious that the six factors are not inde- 
pendent, but rather parts of an overall 
picture. For instance, the efficiency of 
the contractor, which is the first fac- 
tor, comes up again in the reasonable- 
ness of costs and profits, and is also 
disclosed by the turnover ratios devel- 
oped for the purpose of showing the 
character of the business. The final 
draft of Section N of the Contractors’ 
Information and Work Sheet should 
keep the details required by the regu- 
lations in their proper order but, by 
cross-referencing, the interrelationship 
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of the details can be woven into a 
logical presentation. 

If the preparation of Section N is 
undertaken as a step-by-step process, 
following the details in the regulations 
as to the information which the board 
is seeking and will consider, the job 
should not be onerous. The purpose 
of this paper has been to outline a 


method of organizing the task of pre 
paring Section N and to point out its 
importance in the renegotiation pic 


ture. The purpose has not been to 
give specific advice as to what should 
be included and how it should be pre. 
sented. The latter is too much of a 
individual problem to be considered 
in general terms. 


Accounting Under Facilities Contracts 
by C. H. O'BRIEN 


Plant Auditor, Solar Aircroft Company, Des Moines, lowa 


Facilities contracts are often important precursors of more extensive 
contracting with the Government. The special problems offered by 
contracts of this type are dealt with in the present article and a pro- 
cedure for their handling is outlined, based on company experience. 


ANY PHASES OF ACCOUNTING and 
reporting under cost-reimburse- 
ment-special-facilities contracts are 
similar to the requirements under cost- 
plus-a-fixed-fee contracts. However, 
definite outlines of procedure need to 
be established by companies obtaining 
facilities by direct purchase for gov- 
ernment account or from industrial 
reserves. The following procedure was 
prepared in advance of the procure- 
ment of facilities by our company and 
has been approved by the contracting 
officer and the auditor general's office 
in the pertinent procurement district. 
This paper includes comments relative 
only to the accounting and reporting 
requirements under CRSF contracts. 
Classification of property must be 
in accordance with ASPR Section XIII, 
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Appendix “B”, “Manual for Control 
of Government Property in Possession 
of Contractors”. This classification 
follows: 


Class A—Plant and grounds: Includes land, 
buildings, structures; also li 
fixtures, radiators, ventilating units, 
etc., permanently incorporated is 
buildings or structures. 

Class B—Catalogued property: such as me 
chines, motors, cranes, automo 
biles, etc.; also equipment, office 
furniture, appliances, instruments 
and tools for use in man 
operations, construction and lab 
oratory activities; master inspec 
tion gages. 

Class C—Non-catalogued property: Prop 
erty which will lose its identity 
being incorporated in or attached 


to other prope during the 
process of rehabilitation or it 
stallation. 


Facilities Records 
When property units are receinel 
and installed under facilities contrads 
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SECTION II—COMPLETE ELECTRIC MOTOR DATA 


‘Type ac 
Serial No or uP RPM or Volts 
Frame pe 


















r Control 
Possession 
assification 











cludes land, 
sso lighting (Over) 

. 4 
lating units en Tale toe ary AMC Porm SL. Rew 25 Jan 0, anteting Ale Force-WPAFB-L-iT MAY 61 546M 
srporated in on colote run oe ' | 














such as me- 


° 
<a EXHIBIT 1 


a government Form AMC 51, Property cer or his representative at the plant. | 
oo Record of Metal Working Machinery One copy of each AMC 51 and of 
and Industrial Equipment (Exhibit the receiving report are certified and 
apt |) is prepared in seven copies from returned to the company by the ac- 
or fone the pencil draft furnished by the main- countable property officer. The certi- 
—_ i» “nance department. One copy is re- fied receiving report is later used by . 
ined for follow-up and six copies, the company in support of Public 
together with two signed copies of the Voucher Form 1035. The certified 
re receive’  ‘eiving report, are submitted for re- AMC 51 is filed by the accounting de- ' 
-s contrads "ew to the accountable property offi- partment. At this time, the seventh 
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SOLAR AIRCRAFT COMPANY 
FACILITIES RECORD--GOVERNMENT PROPERTY 


DESCRIPTION CONTRACT 000, nl 


SOLAR TAG NO. 


GOV'T. TAG NO. ____ 

SIZE OR CAPACITY 
\ 

vVenoor = SERIAL NO. id 





JACCESSORIES.-SEE OTHER SIDE 
MOTORS & CONTROL APPARATUS 





LOCATION: 8L0G Bay 
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JOATE REC'D. 7.0.0. 





PROPERTY VOUCHER NO. 









































DATE | REFERENCE vVenoor OESCRIPTION LasoR BURDEN MATERIAL TOTAL 
oe a 
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EXHIBIT 2 


copy (retained in the accounting de- Cost, classified to freight and material, 
partment for follow-up) is forwarded at + acquired free 
to the production engineering depart- 
ment. Issuance of Billings 

A Facilities Record- Government | The accounting department issues 
Property (Exhibit 2) and a continua- monthly (or more frequently, if the 
tion sheet, which constitutes the de- volume of purchases is substantia) 
tailed accountable property record billings on Public Voucher Form 1035, 
which the company maintains under shown as Exhibit 3, which is a a 


the contract, is then prepared showing: tinuation or detail sheet for the fami 
iar Public Voucher Form 1034. 0 


the latter form, the purchases are late 


Contract number. 
Name and description of the facility. 


Size and capacity. summarized to cover actual contin 
og a expenditures which have been acum 
otors and control apparatus. 
Coctente peuhaile woalian lated and charged to an _ 
Government property number. “Tooling in Process”, and with t 
Location in plant (dept., floor, and bay). spect to which all documentation, & 
Dat ived. ‘ . 
te received tification, or other support neces] 


Purchase order number or other reference. 
Vendor's name. 


for reimbursement has been complete 
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Payments for facilities purchased un- 
der this type of contract include no 
taxes (such as sales tax) and all ap- 
plicable discounts are taken. Payment 
of taxes by the contractor or failure 
to take discounts results in nonreim- 
bursable expenditures. 

Separate billings are prepared with 
respect to each of the three following 
dasses of expenditures: 





Date, number, and amount of check is- 
sued in payment. 

(Original invoice, copy of purchase or- 
der, and copy #1 of receiving report 
showing accountable property officer's 
approval stamps, are attached). 
NOTE: Although this procedure requires 
the use of government bills of lading, 
small expenditures required to be 
made on commercial bills of lading 
should be submitted on this type of 
voucher. Other commercial bills of 
lading are referred to the shipping 
and receiving departments for con- 
version. 

2. For indirect materials (Class C items)— 

Work order number. 























































































sce |. For purchased facilities — Amount. 
Name of vendor. 3. For labor and burden charges— 
=e Date, number, and amount of vendor's Work order number. 
roms invoice. Labor amount. 
| mere Public Voucher for Purchases and 
: (om te a Services Other Than Personal 
CONTINUATION SHEET 
— US. cpa waa ws eaasicas Sheet No, ........ of Bureau Voucher No... 
ae Date of ARTICLES OR SERVICES UNIT PRICE AMOUNT 

naterial, Soe | aie | ein inirmatcn ates | Cot | ree | Detter fou. 
cquired fron ‘ 
ment issue | | | 
ntly, if the | q 
substantial) Seren ee met oem 

Form 1035, 
h is aoe EXHIBIT 3 
r the fami Burden (including general and ad- The list of indirect materials in the 
1034. Os ministrative) is applied at the con- applicable billing is reviewed by the 
ses are litt tract rate on the basis of total labor accountable property officer, who cer- 
ual comin dollars billed. Burden is ordinarily tifies one copy to be filed with the re- 
cen accu submitted with applicable labor. The lated Public Voucher Form 1035. One 
= —_ voucher subsequently submitted for complete set of all the above lists is 
id wit FE accumulated applicable burden must retained for the files by the accounting 
ntation, ® not include any amounts based on la- department. 

rt neces! bor previously submitted but deleted Totals of details shown on Form 
n complet! B by the auditor general. 1035 are then available for the 
BULLEINE Nay, 1952 
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voucher proper, government Form 
1034 already mentioned. It is impor- 
tant that separate public vouchers be 
prepared for each of the three classes 
of expenditures for purchased facili- 
ties. Upon completion, Forms 1034 
and 1035 are certified by a financial 
officer of the company and the follow- 
ing copies of each form airmailed to 
the auditor general: 


Form 1034 —T(original, white) I copy 
Form 1034A—(copy, yellow) 7 copies 
(blank copy, white 

tissue) 3 copies 
Form 1035 —l(original, white) | copy 
Form 1035A—(copy, yellow) 4 copies 


One copy each of Forms 1034a and 
1035a is retained for the plant comp- 
troller’s files. Form 1034 and all 
copies of Form 1034a are rubber- 
stamped in bold type at the top, 
“COST REIMBURSABLE.” 

Original documents drawn from the 
files for submission in support of 
Forms 1035 are replaced by photo- 
static copies or by carbon copies, 
stamped as follows: “The original of 
this document was submitted in sup- 
port of Public Voucher, Form 1035, 
Serial Number ......... under Con- 
tract Number 


Reports of Facilities Installed 


Quarterly, the accounting depart- 
ment prepares master lists of facilities 
purchased and otherwise acquired. 
From these lists, “Appendix A” is 
prepared for facilities purchased for 
account of the government and shows: 
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1. Equipment number of basic facility 
ernment property tag number) Igoe 


2. Description of basic facility. Following 


this all accessories are listed, 


3. Purchase and receiving record number 
of basic facility, followed by applicable 
purchase order numbers for accessories, 

4. Work order number of basic facility, fol 
lowed by work order numbers for accgs. 
sories, it such work orders were issued, 


5. Date of receiving records for basic facil 
ity, followed by receiving dates for a. 
cessories. 

6. Purchase price for basic facility, fob 
lowed by purchase price of accessories, 

7. Freight for basic facility, followed by 
freight charges for accessories, if freight 
charges were paid. 

8. Installation charges—Material, labor, and 
burden for basic facility, followed by in 
stallation charges for separate acces 
sories wherever installation charges wer 
incurred. 

9. Total cost of facility, i.e., the sum ¢ 
purchase price, freight, and installation 
charges separately for each item (basic 
facility and each accessory). 


The total cost of facility column o 
the appendix is subtotaled to obtaia 
the total cost of each facility, indud 
ing related accessories. From this de 
tailed listing, recapitulation of th 
Appendix A master is prepared, with 
identical column headings but listing 
only the basic facility and the totl 
costs, including accessories (i.¢., totl 
price, total freight, total installation 
and total facility cost). 

Similarly, master lists are prepare 
for the detail and recapitulation sched 
ules of facilities furnished from i 
dustrial reserve. These are identified 
as Appendix X. Column headings fer 
Appendix X are the same as for Ap 
pendix A except that columns 6, 1, 
and 9 are substituted for and columss 
11 and 12, are added, as follows: 
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6, Original value as shown on government 

shipping ticket cf basic facility. 

7. Purchase price of additional equipment 

—accessories. 

9. Freight charges for accessories, if 

freight charges were paid. 

10. Present in-place cost of facility, i.e., 
the sum of original value, purchase 
price of additioral equipment, installa- 
tion charges, and freight. 

. Disposition—reshipment or other dispo- 
sition of facility. 


When the master lists of Appendix 
A and Appendix X have been com- 


pleted, a certification is typed on the 
last page of the recapitulations as fol- 


lows: 


I certify that the above summary, to- 
gether with the attached supporting de- 
tail, is true and correct as reflected by 
the books and records of this company 
as of (date). 





Company 

By—(Comptroller’s signature, 
or signature of other 
corporate officer). 


Six copies of each appendix is pre- 
pared. One set is retained for the 
plant comptroller’s files and five sets 
are transmitted to the contracting of- 
ficer. 

The accounting department also pre- 
pares a monthly status of funds report 
for the period from the twenty-first 
of the preceding month to the twen- 
tieth of the current month. This re- 
port shows the following itemized 
amounts, distributed in columns as in- 
dicated below the listing: 


|. Total request from contractor. 


2. Amount authorized by APD for con- 
tractor's expenditure. 


3. Equipment transferred from Air Force 
reserve (Acquisition Value). 
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4. Equipment transferred from Air Force 
Supply. 

5. Total committed by purchase or work 
order by contractor. 


6. Dollar value of Item 2 above, in place. 


7. Dollar value of total government-owned 
facilities in place. 


The column headings of the report are as 
follows: 


Schedule !—Land and Land Improvements; 

Schedule !!—Buildings, Alterations and In- 
installation; 

Schedule I!|—Materials and Rehabilitation 
Costs; 


Schedule !V-—Portable Tools and Material 
Handling Equipment; 


V—Installation Costs and Total 
Cost 


Schedule 


This report is distributed in nine 
copies to: 
Commanding general Original and 4 copies 
Contracting officer 
Accounting department 


3 copies 
| copy 


The report described is accompanied 
and supported by a detailed listing on 
a facilities request summation form. 
A copy is attached to each copy of the 
status of funds report. 


Items fo be Disposed of 

As with the list of acquired facili- 
ties, the accounting department pre- 
pares quarterly, a numerically itemized 
master list of all scrap or salvage 
items removed from facilities during 
rehabilitation. After duplicating one 
copy for follow-up, this master is sub- 
mitted to the accountable property of- 
ficer or his representative at the plant, 
who indicates disposition instructions 
by endorsement and returns the list 
to the company. Additional copies are 
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then prepared and distributed as fol- 
lows: 


Accountable property officer 4 copies 
Production engineering | copy 
Maintenance | copy 
Plant comptroller | copy 
Accounting | copy 


While Facilities Are in Service 

Upon completion of work orders 
covering installation of the equipment, 
the accountable property officer or his 
representative reviews the materials 
and parts used in each installation to 
identify recoverable items (items other 
than facilities or accessories, having a 
salable or utility value). A summary 
listing of such items is prepared in 
four copies, of which the original and 
two copies are transmitted to the ac- 


countable property officer, who cert 


fies and returns one list to th 
company for the accounting file. When 
the certified list is received, the fourth 
or follow-up copy, is forwarded to the 
maintenance department to be held 
there while the facility is in our plant 

Any correspondence relating to § 
nancial and accounting aspects of each 
facilities contract is carried on by the 
plant comptroller. The plant auditor 
is responsible for appraising contrac 
procedures, for reporting upon mat 
ters of compliance, and for making 
such recommendations as to the han- 
dling of CRSF contracts as are con 
sidered necessary for protection of the 
interests of the company. 
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THE COST FORUM 


THREE CATEGORIES OF CONTRACT 
RELIEF UNDER EXECUTIVE 
ORDER 10210 

Editor, N.A.C.A. Bulletin: 

SOMETIMES A COST ACCOUNTANT is the 
first one to realize that a government con- 
tract embodies a mistake. A wide variation 
between actual and planned costs might 
lead to disclosure of the mistake. What to 
do about it? This paper presents a descrip- 
tion of a remedy which will be applicable 


to certain cases during the national emer- 
gency, 


lic Law 921, 81st Congress, author- 
izes relief to contractors under certain con- 
ditions. It may be useful for accountants to 
know that this law permits the making of 
advance or other payments without regard 
to provisions of law relating to contracts 
and also authorizes the Department of De- 
fense to enter into agreements with contrac- 
tors to modify or release obligations of any 
sort. President Truman set forth the author- 
ity in Executive Order 10210, dated Febru- 
ary 2, 1951. Public Law 921 remains in 
force during the present emergency but does 
not at present extend beyond June 30, 1952. 
There are chances of an extension. 

In order for a contractor to come within 
the purview of the relief provisions, it is 
necessary that a request be forwarded in 
writing by the contractor to a designated 
oftial (this would be the cognizant con- 
tracting officer if the contract was with one 
of the armed services). Such a request 
should make reference to the act and the 
executive order as well as give pertinent 
facts and circumstances which justify the 
ution requested. The principal types of ac- 
tion which may be recuested are: 
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. Correction of mistakes in contracts. 

. Amendments without consideration. (Con- 
tract price increase). 

c. Formalization of informal commitments. 


om 


Contractors desiring to submit requests 
for any of these types of actions should first 
familiarize themselves with the applicable 
provisions of the law and the executive or- 
der cited. It is clear that the Government 
will require a comprehensive picture of a 
contractor's overall operations in order to 
intelligently adjudicate requests. For exam- 
ple, under requests for correction of mis- 
takes in contracts, it would be well to show 
how the mistake or misunderstanding oc- 
curred, the true intention of the parties, the 
potential increases in costs to the govern- 
ment and the percentage of completion on 
the contract when the mistake became 
known. : 

Under requests for amendments without 
consideration, it is pertinent to show the 
contingency out of which the request for 
relief arises, as well as changes in condi- 
tions which affected costs. 

Where requests are made to formalize in- 
formal commitments, reference should be 
made to all written instructions pursuant to 
which operations were undertaken. In addi- 
tion, statements of oral instructions relied 
upon by the contractor should be presented. 
Reasons should also*be given as to why a 
timely contract was not entered into. A 
complete and well-supported case history is 
necessary. 

Contractors will recognize in the provi- 
sions under discussion a needed and most 
useful avenue for contractual adjustment or 
coverage, if the action will facilitate the 
national defense efforts. Agreements of all 
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kinds, whether under letters of intent, pur- 
chase orders or otherwise, are covered by 
Executive Order 10210. All types and kinds 
of things and services, such as buildings, 
vessels, machine tools, aircraft, plans and 
research are included, without restriction of 
any kind as to location, character or form. 
The scope of the changes which may be 
brough about is summarized by the follow- 
ing quotation from Executive Order 10210 
(Part I, Paragraph 4): 

“Amendments and modifications of contracts 

may be with or without consideration and 

may be utilized to accomplish the same 
things as any original contract could have ac- 
complished h der, irrespective of the time 
or circumstances of the making, or the form, 
of the contract ded or modified or of the 
amending or modifying contract, and irrespec- 
tive of rights which may have accrued under 
the contract or the amendments or modifica- 
tions thereof."’ 








Among the pre-requisites to changes made 
under this authority is the inclusion of a 
clause in amendments to the effect that the 
Comptroller General of the United States 
or any of his duly authorized representa- 
tives shall have access to and the right to 
examine any pertinent records of the con- 
tractor or any of his subcontractors involved 
with contract performance. This makes it 
apparent—and the point should receive at- 
tenion—that the General Accounting Office 
may scan the entire transaction. 

E. A. PHILLIPS, Philadelphia Chapter 


RELIEF CLAIMS FOR AMENDMENT 
OF CONTRACTS WITHOUT 
CONSIDERATION UNDER EXECUTIVE 
ORDER 10210 

Editor, N.A.C.A. Bulletin: 

Durinc Woritp War II, in accordance 
with regulations issued for the protection 
of the interest of the Government, depart- 
ments and agencies of the Government ex- 
ercising military and related procurement 
functions could enter into amendments or 
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modification of contracts without regard 


































K 
the provisions of the law relating to ther wo 
making, whenever it was deemed that sud dition 
action would facilitate the war effort. & portio 
the close of hostilities, these emergency oa. plicabs 
tract powers were terminated, since sud out C 
action could no longer facilitate the wx whole 
effort. On December 16, 1950, the Pres. hots 
dent declared that a national emergency & on 
isted and reinstated Title II of the Fig ability 
War Powers Act of 1941. This title ws B 4 5 
subsequently amended on January 12, 1951, B isi to 
and there followed the issuance of Exem this. pe 
tive Order 10210. This discussion is lim gaged 
ited to the portion of the order dealing B tefore 
with “Amendment of Contracts witht B yin , 
Consideration”. 

Prior to December 16, 1950, the bulkof HB daim { 
the contracts being let by the defense ageo HB losses, 
cies were on a competitive bid fixed price BH the con 
basis. During the period from June 3, & the ext 
1950, the date of the start of the Korem & fnancia' 
conflict, until December 16, 1950, the date contract 
of the President’s emergency proclamation As in 
there was a marked change in the cost de B action 
ments of our economy. These could brie Hy of tp 
be described as follows: smended 
1. Material costs increased rapidly, much cised in 

beyond normal anticipated increase is i dent has 

material cost, especially in the fall monty HF contracts 
of 1950, prior to the putting in force o . 
price stabilization regulations. retanies « 
2. Due to increased living costs, union cor have in 
tracts were reopened and labor com # contract 
were increased. each age 

3. As a result of material shortages during HP ... at 
this period, production lines could not 

maintained efficiently and this also added #  reque: 

to the increased labor cost. order, 

4. Manufacturing overhead and general and It has | 
administrative overhead rates were & 

fected proportionately by the sbow Cuement 

conditions. this chara 

The changes in the cost phases of o with the 
economy seriously affected the financials # nt age 
ditions of many contractors engaged # — volume o 
military contracts entered into on a fie BB of date ¢ 
price basis, particularly those engaged ® BB have also 
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pre-Korean contracts. Such contractors cer- 
tainly could not have anticipated the con- 
ditions which have been mentioned. The 
portion of the Executive Order 10210 ap- 
plicable to “Amendment of Contracts with- 
out Consideration” is a provision to “make 
whole” contractors where an actual or 
threatened loss on defense contracts (how- 
ever caused) will impair the productive 
ability of those whose continued operation 
as a source of supply is found to be essen- 
tial to the national defense effort. Under 
this portion of the order, contractors en- 
gaged in government contracts entered into 
before the military action in Korea and 
who experienced subsequent cost level 
changes from economic causes, could file a 
daim for relief in order to recoup such 
losses. In the event such relief was granted, 
the contracts could be equitably adjusted to 
the extent necessary in order to avoid a 
financial situation which would impair the 
contractor's productive ability. 

As indicated above, the authority for such 
action is based on powers granted by Title 
Il of the First War Powers Act, 1941, as 
amended by Public Law 921 and as exer- 
tised in Executive Order 10210. The Presi- 
dent has delegated this authority to amend 
contracts without consideration to the Sec- 
retaries of Army, Navy and Air Force, who 
have in turn redelegated the authority to 
contract adjustment boards set up within 
tach agency. Each board considers, adjusts 
and makes final determination with respect 
to requests for relief under the executive 
order. 

It has been suggested by the various pro- 
curement agencies that: claims for relief of 
this character be submitted in quadruplicate 
with the contracting officer of the procure- 
ment agency which has the largest dollar 
volume of activity with the contractor as 
of date of filing the claim. The agencies 
have also requested that contractors should 
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be sure to include the following informa- 

tion: 

1. Statement of amount desired and how 
it should be paid e.g. lump sum, increase 
in unit price retroactive back to first 
unit shipped, etc. It is to be noted 
that no profit is allowable on claims for 
relief of this nature. 

. Brief statement of factors causing finan- 
cial distress, 

. Detail of contractual data of contracts 
involved in claim, including delivery 
schedule, deliveries made and payments 
received. 

‘ Se yee of comparative balance sheets 
and profit and loss statements for the 
twelve-month period prior to submission 
of claim. 

. Brief description of the effect upon the 
financial condition of the contractor of 
denial of the relief requested. 


. Schedule showing salaries, bonuses and 
dividends paid to officers or partners 
during the twelve-month period prior 
to the date of the claim. 

. Statement that a previous claim has not 
been applied for to another agency. 

. Signature of the claim by an officer or 
partner of the company. 


In arriving at the amount of relief de- 
sired, sufficient detailed information should 
be submitted to show exactly how the loss 
or losses on the various contracts were de- 
termined. Where overhead rates are ap- 
plied, detailed schedules showing their de- 
termination should be attached. In many 
instances, where contracts are in process, ‘it 
will be necessary to project the costs on the 
contract to completion, in order to deter- 
mine total loss for submission in the claim. 
When this has to be done, the projection 
should be thoroughly supported, since pro- 
jected costs will be subjected to a detailed 
audit. 

In the event that the contracting officer 
is of the opinion, based on the facts sub- 
mitted, that the claim is justified and has 
merit in accordance with the executive or- 
der, he will request that it be audited by 
the government audit agency which services 
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his procurement office. From my experience 
in handling substantial claims of this na- 
ture, I have found that the government 
auditors will not only be interested in sub- 
stantiating the cost involved in the claim 
for relief filed, but also in other pertinent 
financial information which may be sub- 
mitted to the contracting officer and the 
board for their consideration. These items 
of information can be listed as follows: 


1. Bidding policy on contracts connected 
with the relief claim, and other contracts. 


2. Financial stability of the contractor prior 
to entering into the contracts for which 
relief is claimed. 

. Financial effect on the over-all picture 
of contracts being engaged in other than 
those included in the relief claim. 


. Accuracy of contractor's financial state- 
ments, 

. Effect on the financial position of a con- 
tractor if relief is not granted. 

. Importance of the contractor to the na- 
tional defense effort. 

. Efficiency of the contractor — quality, 
scrap percentage, and adherence to de- 
livery schedules. 

It will be noted that attention is accorded 
the over-all financial position of the con- 
tractor as of date of filing the claim, in 
addition to the potential earning capac- 
ity of the organization in the future. The 
thinking behind this may be directed to 
offsetting the loss contract or contracts in 
the claim against the profitable contracts in 
process of even future existing potential 
profitable contracts. Of course, from a cost 
accounting viewpoint, this would necessitate 
projecting to completion costs on the con- 
tracts in process and estimating costs on 
contracts not started. 

Another factor listed above, which is 
given a careful going over, is the financial 
condition of the contractor when the con- 
tracts were let and the bidding policy of the 
contractor in obtaining such contracts. Ob- 
viously, the thought in mind is to attempt 
to make a determination as to the financial 
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stability of the company when it enterj 
into the contracts. The examination of the 
bidding policies of the contractor would be 
for the purpose of determining what th 
prospective profitability of the contracts wa; 
These points are mentioned because, from 
experience, it can be said that they be 
come an important audit phase of a cain 
of this type. 

In accordance with the regulations issue 
under the executive order, a contracting 
officer, after receipt of the audit report and 
other pertinent information, will renders 
report to the commanding officer of th 
procurement unit involved, who will adj 
his opinion and forward claim to the om 
tract adjustment board for final determin 
tion. From my experience, a contractor sub 
mitting a claim can figure on a minim 
period of four months for processing hs 
claim, from the date of submission, 

When a ciaim for relief under Executix 
Order 10210 has been granted or denied 
there is no further recourse on the partd 
the Government or the contractor. In vier 
of this, such claims will be carefully sm 
tinized by all interested government, civilian 
and military personnel prior to approml 

PAUL M. TRUEGER, New York Chop 


CHARACTERISTICS OF AND CONTRO 
UNDER LEASE AND STANDBY 
CONTRACTS WITH GOVERNMENT 
AGENCIES 


Editor, N.A.C.A. Bulletin: 

THE TERMS AND CONDITIONS of lease al 
standby contracts with the government m 
vary for each company, as they are affedsl 
by the number of facilities and machine 
amount of work involved, storage space® 
cupied, etc. Some of the more usual pat 
sions of contracts of this nature ae ® 
follows: 


|. Maintenance of Government Building—ts 
is the obligation to keep govemmet 
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owned structures in normal repair and to 
provide the necessary lighting and heat. 


2. Maintenonce of Government Facilities — 
Here the contractor ordinarily agrees to 
make @ quarteriy inspection of the ex- 
ternally-exposed parts of all government- 
owned facilities and, where necessary, to 
perform quarterly external touch-up of 
these facilities. If inspection develops 
the existence of daterioration, the facts 
are reported to the Government. At the 
direction of the Government, repairs are 
made and the costs of performing this 
work are paid for by the government 
separately. Costs of this nature are, 
therefore, not considered a part of the 
lease and standby contract as such, al- 
though the need for their incurrence is 
thus brought to attention through the 
contract's provisions. 


|. Retention of Company-owned Facilities in 
Suitable Operating or Stand-by Condition 
—This is = oe pom which re- 
lates to readiness of company equip- 
ment so that it can be placed in opera- 
tion within a reasonable period of time. 


. Authorization to Use Government Facili- 
ties—The contractor is permitted to use 
any or all government facilities in the 
company's possession for commercial 
business, during the life of the contract. 
However, he must first submit his inten- 
tion in writing to the Government. For 
the use of these facilities, he is obli- 
gated to pay a rental not to exceed 
twelve per cent of the value of the 
equipment on an annual basis. Rental 
payment is based on 2,080 hours in any 
one calendar year on each type of 
pore or machine. If a machine 
should be in operation for a period of 

four months on a three-turn basis, the 
total annual hours would be expended 
and any further use of these facilities 
would be rent free. It is required to 
continue reporting the hours, even 
though they are rent free. 

Daily reports should be prepared for 
each type of facility used in production, 
showing identification number and total 

rs operated, in order to calculate the 
amount of rental due the Government. 

This rental amount is deducted from the 
total quarterly billings on the lease and 
standby contract. 


. Transference of Facilities—It is permis- 
sible to transfer government facilities to 
: _ Plants on a similar rental basis. 
tS important to note, in this connec- 
tion, that all equipment must be avail- 
tble within a period of ninety days after 
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the placement of an order, to meet any 
present or future government contracts. 


Costs and billing under lease and standby 
contracts have special angles. The cleaning, 
shrouding and tagging of each af the facili- 
ties to be designated in the agreement 
embodied in the lease and standby contract 
is performed as a first step prior to negotia- 
tion of the contract, itself, and the contrac- 
tor is compensated for this work under a 
separate agreement. The preparation of the 
estimate for the contract proper requires the 
evaluation of all work to be performed and 
covers a complete estimate of all expendi- 
tures. This detailed listing should include 
labor, materials, supplies, necessary plant 
protection, light and heat, depreciation, 
taxes and all other expenses incident 
thereto. , 

Most lease and standby contracts specify 
a fixed annual fee with a maximum escala- 
tion for labor and material increases during 
the life of the contract. Invoices are rend- 
ered quarterly to the Government and repre- 
sent one-quarter of the annual fixed amount 
of the contract. An expense ledger should 
be maintained showing in detail by accounts 
all expenditures, both budget and actuals. 
The budget in this case would represent 
the annual allowable amount per agreement. 
The difference between budget and actual is 
analyzed periodically to control expenditures. 

If analysis discloses that significant in- 
creases are due to labor and material rate 
increases, a revised cost estimate is prepared 
and submitted for renegotiation to the ord- 
nance personnel. If approved by the Gov- 
ernment, the revised cost estimate is put in 
effect for the remaining period of the lease 
agreement. All approved increases must be 
supported and are subjected to review by 
the government auditors. 

Physical control of facilities is also an 
important matter. A “historical record” is 


a government document listing in detail all 
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parts contained in a particular facility. Ac- 
ceptance of this historical record is an 
acknowledgment by the company that the 
parts detailed in the record were received 
and will be accounted for at termination of 
the agreement. It is important that all 
facilities as received be checked very thor- 
oughly in order to ascertain that all parts 
described in the records are, in fact, re- 
ceived, for any shortage of parts or equip- 
ment must be replaced at the contractor's 
expense. This is also true of facilities 
which are shipped out for the benefit of 
the Government. Interna! control should 
likewise be maintained for every facility 
taken out of storage for use in other pro- 
duction lines. The accounting department, 
in collaboration with the engineering de- 
partment, should maintain a complete 
inventory of all facilities and spare parts 
in detail and make visual inspection of all 
of them at least once a month in order to 
ascertain that they are intact and have not 
been moved without proper authorization. 
Ordnance personnel make a practice of in- 
specting all equipment at various times 
during the year to ascertain that the com- 
pany is fulfilling its obligations under the 
contract. 


L. R. GAHRING, Pittsburgh Chapter 


ACCOUNTING FOR EMERGENCY 
FACILITIES 


Editor, N.A.C.A. Bulletin: 

A new accounting problem has arisen as 
the result of the Revenue Act of 1950, 
which makes provision for accelerated 
amortization of emergency facilities ac- 
quired under certificates of necessity. Pri- 
marily this problem is the result of provi- 
sions in the act limiting such amortization 
on particular assets to the portion of the 
cost attributable to defense purposes. The 
remainder of the cost must be depreciated 
over the normal life of the asset. Prior to 
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acquiring emergency facilities, our compay 
had been accounting for fixed asset depe 
ciation by cost center through the use of; 
punched card system. We found this gy. 
tem easily adaptable to the problem of x 
counting for facilities where it is necesan 
to split the cost for separate accountin 
treatment. 

At the time necessity certificates wer 
granted, our company elected to begin ame. 
tization in the month following month ¢ 


acquisition. Consequently, at the end ¢ 


each month, a form is prepared for trans 
mittal to the tabulating department listing 
facilities acquired during that month. Thi 
list provides the following information: 


. Asset identification number. 
Location code. 

. Cost control center code. 

. Asset account number. 


. Amount of cost to be amortized ow 
sixty months. 


. Amount of cost to be depreciated « 
normal life basis. 


7. Monthly rate of amortization, 
. Monthly rate of depreciation. 


Two cards are punched by the tabulating 
department for each asset included on ths 
transmittal list. One of these cards mpe 
sents the amount of the cost which wea 
allowed to amortize over sixty months ai 
the other card the amount which we depr 
ciate on the basis of normal life expectam. 
The two cards carry the same fixed a 
identification number and together they mp 
resent the total cost of the asset. 

As indicated by the above list of infom 
tion transmitted to the tabulating dept 
ment, these punched cards include leat 
of asset, cost center to be charged wi 
amortization and depreciation, and 
monthly amount of amortization or dept 
ciation. The tabulating department is ft 
ther able to accumulate from month ® 
month the amortization and depreciation? 
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date. There is also a numeric code in each 
ard, which enables the tabulating depart- 
ment to sort cards providing for amortiza- 
tion from those providing for depreciation. 

Once the tabulating department has pre- 
pared these cards, it can readily supply a 
variety of information to the property ac- 
counting section. By sorting on the code 
identifying the portion of cost to be amor- 
tized (as distinguished from the portion to 
be depreciated), it is possible to supply 
sparate tabulations of monthly amortiza- 
tion and depreciation expense by cost cen- 


ter. The cards can again be merged and 
sorted by asset identification number and 
tabulations made for insurance or for other 
purposes, showing total cost by cost center 
or location, together with depreciation and 
amortization to date. 

We have found, in accounting for emer- 
gency facilities for which it is necessary to 
separate the. cost into two elements, that 
this two-card system is extremely flexible 
and easily maintained and that it provides 
for a variety of timely information which 
is readily available. 


CARROLL D. REINERT, Cedar Rapids Chapter 
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Cost Analysis for Sound Business Decisions 
by WILLIAM E. ARNSTEIN 


Accounting Reports Through the Eyes of Management 
by W. L. LEWIS 


*Company Research Needs Co-operative Cost Control 
by J. D. WILLSON 


Disclosing Product and Period Costs to the Salesman 
by CHARLES C. JAMES 


Sales Territory Cost Control 
by SEBERT SCHNEIDER 


Accounting for Joint Operations in the Oil Industry 
by FLADGER TANNERY 
THE WORKSHOP 
*A Practical Approach to Forms Control 
by PIERSON M. GRIEVE 


*Techniques for Forms Study 
by ROGER RUSH 


"Originally announced for May but deferred to permit devoting Section | of this 
issue of the Bulletin to defense contract accounting problems. 
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